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rer 
MARGARET MARY MC DONNELL MURPHY, et al. 


vs. 71 Civ 461 


71 Civ 1940 
MC DONNELL & CO., INC., et al. 


May 19, 1975 
10:00 a.m. 


Trial resumed. 


(In open court; jury not present) 


THE COURT: Yes, sir. 
- MR. BROOKS: Your Honor, over the weekend 
we were busy trying to research a subpoena which Mr. Beebe 


had served on us, We have found all documents that we 


have responsive to that subpoena. I have no problem 


turning over any document that relates to McDonnell & 


Company, but there. are some documents which were described 
in the subpoena which constitute either letters hetween 
exchange officials and commissioners of the Securities 


and Exchange Commission, or in one case what I guess is at 
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best described as minutes of a meeting held at the 
Securities and Exchange Commission between the commissioners 
and the SEC staff and the top staff of the stock exchange 
“on December 11, 1969. 

Now, these documents in no way mention 
McDonnell & Company or are related to them. 

So bis, the ealbent the subpoena would compel 
us to turn these over to the Plaintiffs, we object. and 
move to quash the subpoena on the grounds of relevancy 
and the fact that eusihe documents in the understanding of 


the exchange are ordinarily supposed to be maintained 


in confidence. 


I will be clad to submit them to your Honor 
for you to ute 

MR, BEEBE: I haven't seen these. 

MR. BROOKS: I am not aoing to show them 
toyou until I get a ruling, Mr. Beebe. 

One is a set of minutes for December 11, 1949, 
a meeting. The otcier is a letter from the chairman 
of the SEC, Presiuent Haack of the exchange, dated 
December 9, 1968. 

MR. BEEBE: May I be heard for a moment, 


sir, to put this in context? 


The questioning of Mr. Bishop this mornina 


rdr 2192 
is going to involve, among otiier things, meetings that he 
attended and statements that were made in his presence 

at the SEC concerning the very basic involved in this 
case, enforcement of the net capital rule by the New York 
Stock Exchange in 1968 and 1969. 

»% your Honor knows from the testimony so 
far, there is a serious question that we have already 
oekeen and an issue joined on whether or not the stock 
exchange applied normal application of the rules in its 
enforcement during that period. 

We also know that there are only three 

- ‘companies they singled out in their later explanation 
of what they did and one of them was MeDonneli. So the 
fact that a particular memo or letter or meeting @oes 


not name McDonnell & Company per se is not at All a reason 


for having that document be inadmissible, since their 


activities at the exchange at that time en the very 
subject of enforcement are at issue here. 

Also about the particular meetings I could 
point out particular documentation that we already have 
indicating that Mr. Bishop was the man. who attended these 
meetings and what it is he said or didn't say, which is 
why we subpoenaed these documents, because Mr. Bishop, 


we find, does not have a very qood memory when he 
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doesn't have a document in front of him. 
THE COURT: The only way I would see a 
document such as this could be used would be if there 
were some admission against interest of the New York 


Stock Exchange. 


MR. BEEBE: I'm afraid I don't know which 
particular one you are referring to. 
THE COURT: I have a memorandum of a | 
December 11 meeting between the SEC commissioners, certain | 
exchange personnel, certain SEC staff and others, and some | 
secretary has a shorthand dialoque of what the various 
people are saying. | 
| It would seem to me that that memorandum, | 


unless it contains some admission against interest of | 


the etock exchange, is not usable. by you in any | 


fashion. | 
MR. BEEBE: Could I ask sae ie Bishop 

adjourn for a short gihute oe I can read you what it is 

that we have that he's reported having said at that 


meeting? 


MR. BEEBE: Yes. 
THE COURT: Go ahead. 


| 

- THE COURT: This is December 11th? | 
MR. BEEBE: I would appreciate if Mr. Bishop | 
« i 


rdr 
was not here. 
THE COURT: Mr. Bishop, would you step out 
to the hall during this colloquy, please. 
(Mr. Bishop leaves) 
MR. BEEBE: We premarked as Exhibit 102 for 
identification the case study cnnducted by the -- under the 


orders of the Senate subcommittee on banking and housing. 


At page 231 of that study it is stated: 


“For example, on December 11, the staff 
reported that an exchange officer speaking for him and 
not the board of governors had confided as follows: 

"He stated that the stock exchange staff was under 

great pressure to interpret the rule as loosely as possible ! 
so that firms would not be deemed in violation of the 

rule. He further stated that once public ownership 

was approved an d put into effect for member firms, the 
staff would shift their position 180 decreas on the 
interpretation of the exchange's net capital rule.'" 

Now, I plan to ask Mr. Bishop about what he 
said, since I'have from other sources evidence that he was 
the stock exchange of ficial who made that statement, and 
I plan to ask, if he geese ‘e give us nie recollection of 
what he said, if he made a report or if a memo or minutes 


Or any other record was made of that meeting. 
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THE COURT: Let me look at what you just 


MR. BEEBE: Yes, your Honor (handing). 
Page 231, the indented portion. 

(Pause) 

THE COURT: Mr. Beebe, do you think it's 
fair, given footnote 7 here on page 231, that a man should 
have this read to him in the ate so that the jury 
hears it and then has to hear what you know is going 
to be a denial? 

BEEBE: My plan, sir,since I know 
that he generally denies anything of that nature, is not 
to do that during any of the testimony I am qoing to 


elicit from him. I am going to ask him what he said 


and what he didn't say. And if he ‘denies saying anything 


along those lines, I certainly would not read something 


into evidence, unless it comes in on its own two feet, 
that is of that nature. : 

I have carefully planned the questioning 
to avoid that problen. 

THE COURT: Unless this quotation in the 
securities industry study, part 4, page 231, which has 
-8 footnote 7 to it, unless that quotation is adopted by 


the witness and that witness happens to be Mr. Bishop, 


j 
| rdr 
f 
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there is no basis to use it. Am I correct? 

MR. BEEBE: This witness testified at the 
Dempsey Tegler trial, and I have the transcript of that 
testimony, and at page 200 -- 

THE COURT: Let's see what that is, because 
I don't see that this printed report -- 

MR. BEEBE: He was asked about that same 
printed report which was, by the way, your Honor, 
a . 1 introduced in evidence in Dempsey Tegler. 

THE COURT: You have a judge sitting without 
a jury, which makes a lot of difference. 

MR. BEEBE: The basis of the introduction, 


I'm told by Mr. Augustini, who was the attorney, was the 


government reccerd, that iw as a government record. 


MR. BROOKS: Could we-have a citation to 


«nna eam: ememarcaamtaiaiaiailt 0 ein. + ammmatte ee sammmnamanan te ——- eemmamammea 


Dempsey Tegler? 


® * “. 


THE COURT: Where in this 103 for identificatio 


2481, the psssage reads: 


MR. BEEBE: 


"If member firm's capital could be improved 


in the way that public ownership would permit, then our 
statf would turn 180 degrees in wanting to strenqthen 
the capital rules." 


it's in the middle of that long passage on 
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MR. BROOKS: Your Honor, I have that passage 
» before me. 
THE COURT: Let me read it first, please. 
(Pause} 
MR. BEEBE: It's at the end of that 
passage. 
THE COURT: Correct me if I'm wrong, Mr. 
Beebe, that Mr. Bishop acknowledges that he is the 
genesis of this misquotation. 
MR. BEEBE: That is his position, sir. 
THE COURT: That it came to pass in n connection | 
_ with a proposal that there be public ownership of member 
firms ioe cecouhine to the next page, did not become 
accepted, according to the questioner, until the 
spring of 1970, whichwas after our events. 
MR. BEEBE: My impression i. that during <- 
THE COURT: Wait a minute. It had to do 


with how Mr. Bishop would feel about wanting to make the 


lower. If you had public ownership of firms rather 
than the present firm ownership setup. That is what he 
is talking about. If the firm goes public. Now, I 


don't know what the situation is here. But if a firm 


| 
| 
{ 
capital ratio even smaller. In other words, lower and | 
| 


rdr 


goes public Mr. Bishop is saying, "I would he fr 


Isn't that what he is saying? 

MR. BEEBE: As p of the lobbying effort 
in 1969 to get the SECto permit public ownership, which 
as you point out on the next page, is indicated as 


having taken place the next year. That's what he is 


| 
making the capital rules even stronger." 


sayina. As part of that the exchange was saying to 
him words to the effect that why aren't you interpreting a 


rule better, more vigorously, and he stated, words to the 


effect, as he is quoted in the staff report on page 231, that 


- 
he was under great pressure to interpret it as loosely 
as possible because otherwise a lot of people were going 
to be going over the hill. 

I think from the other passages that I am 
going to be putting in and questions I am going to be | 
asking him where he Le quoted earlier to ‘a similar effect | 
and the SEC takes a position to the similar effect, this | 
was a state of affairs that existed throughout 1968 
and 1969. 

The fact that the SEC caught up with them 
at the end of '69 and noe 1979 and that Congress got 


around to investigating this and looking back anc seeing 


what happened in 1971 and 1972, does not gainsay the 
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fact, sir, that all of the things that they were 
investigating were exactly in the period in question, 
1968 and 1969. 

THE COURT: But what I gather Mr. Bishpp 
is saying is that if you have public ownership of member 
firms you should have a stronger capital rule because you 
now have public owners to protect in addition te 4ust 
the customers. The present capital rule is a protection 
for the customers but is not necessarily protection 
for the owners. If you get to the position of public 
ownershipyou then are going to need protection for the 
public owners. 

Am I right about that? 

MR. BEEBE: I really can't agree with that, 
sir, if I can with all due respect disagree. When he 
says shift 180 degrees on the interpretation and they 
were interpreting it as the present -- 

THE COURT: At this point he said "I don't 

to strengthen the capital ruies." 

If you had public ownership I would turn 


completely around and I would want to make them stroncaer. 


MR. BEEBE: The obverse is they were not 


f Strongly intrepreting at that time. In fact they 


were loosely interpreting them. 


2200 
THE COURT: I don't draw that in teveies 
from that as something that I would permit a jury to 
conclude from it. I would not permit a jurv to con- 
clude from this statement that they were interpreting 
these rules loosely. I would interpret that the’ most 


the jury can take from this statement is the fact that 


these rules are not presently stronq enough to protect 


% 


pubiic owners, were there to be public ownership. 

MR. BEEBE: Well, when you say "This state- 
ment" I gather ai are focusing solely on the Dempsey 
Tegler transcript. 

THE COURT: 2481, 

MR. BEEBE: I have to admit I was alse 
focusing on the report by the -- 

THE ‘COURT: But he disavows the ‘report. 

He says it's a misquotation. 

MR. BEEBE: He says it's mt accurately 
reflected. If he disavows the whole thing, then when I 
ask him that on the stand I am not qoing to do what you 
Suggested would be in my mind. I have never done that 
at this trial, to read something to a quy and just have 
him say no, I didn't say that. 

By the way, your Honor, that's exactly why 


I wanted the minutes of that meeting, to see if there was 


SOUTHEEN DISTRICT COURT REPORTERS, U.S. COURTHOUSE 


eQeey «4 Re Pe Wee ary « PD tee 


rdr 


any shred of support for what it says on page 231. 


THE COURT: Let me look at the minutes of the 


meeting and see if they help you. 


THE CCURT: Am I correct that McDonnell is 
not mentioned in this exhibit? 

MR. BROOKS: That is correct, your Honor. 

MR. BEEBE: The important fact is that they are — 
talking about the industry and McDonnell as one of the 
major three companies that we have already seen evidence of 
was subject to this special application or nonapplication 
of the rules, which is exactly what is the subject of that 
meeting as it is quoted in both Dempsey and the case study. 

THE COURT: I know, but isn't the question here 
whether given what the rules are or were, and what you 
contend the facts are, what this jury is going to conclude, 
er whether in a substantial give and take discussion of 
trade sect ee between the people, which was a typical 


kind of board meeting where people are trying to get facts 


and decide as to what might be done, and throwing out 


suggestions of what may be good, and then five seconds later 
determined to be worthless . how can that be probatively 
admissible for this jury? 

MR. BEEBE: I think that one of the suggestions 
is that it says in a case study that they were under pres-— 
sure to determine the rule loosely, and as kind of justifying 
what happened they said, look, we can't interpret the rule 
vigorously beacause it is . going to throw a lot of people 
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out of business. “Loosely” is a euphemism or fancy word 
for saying that they suspended enforcement of the rules. 

THE COURT: Let me ask you, Mr. Brooks, is there 
any problem with his looking at this and before any use 
: is made of it he advises as to what use is proposed, and 
I will rule on it? I am not prepared to say -- 

MR. BROOKS: I have no objection to that, your 
Honor. 

THE COURT: All right. 

MR. BROOKS: re you should decide it is not 
suitable for evidence I would: like it back. . 

THE court: All tak: and we will mark this as 


_a plaintiffs’ exhibit for identification. 


THE COORT: And before any use is made of that 
exhibit in this trial in any way, Mr. Beebe, you will 
have to clear it with me. 

MR. BEEBE: Yes, wie. I think I have a pretty 
good track record on that. 

THE COURT: Mark this Plaintiffs’ Exhibit 110 for 
identification. 

(Marked Plaintiffs’ Exhibit 110 for identifi- 


cation.) 


THE COURT: Now let me review 110 here while we 


| 


(Marked Plaintiffs' Exhibit 109 for seeueteiact ics | 


slh3 
are looking at that and see where we go. 

MR. BEEBE: Your Honor, could you tell us at 
least what 110 is? 

THE COURT: 110 is a letter from a Mr. Cohen, 
chairman of the SEC to ons dated December 9, 1968, 

MR. BEEBE: I might draw your Honor's attention 
to the quoted page at page 228 of the study, which is from 
that letter, which is - I think I can reveal without —~ 

THE COURT: You have letter already? 

MR, BEEBE: I only have that quoted passage, your 
Honor, which is why I subpcenaed the letter in case I 
ran into difficulties in getting in the case study, I 
wouldhave the original letter. 

MR. BROOKS: Your Honor, I agree with Mr. Beebe 
that the quoted passage in the case study is found in the 
letter along with a lot of other things. 

I object, though, to the quoted see from 
any source coming, into wriaence because it is not relevant 
and not probative and has nothing to do with McDonnell, 

MR. BEEBE: I think that is perhaps a serious 
question. 

THE COURT: Let me read it. 


Let me ask you two questions in connection with 


Exhibit 110 for identification. I gather from what you read 
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_dn the report that you would like to say to this jury 
that Mr. Cohen is backing up the exchange on the firm 
=. application of the exchange's net capital rules? 
, MR. BEEBE: Yes. The passage is quoted in 
Dempsey, and + aera also appears in the Kter. | 

THE COURT: Do you contend that where in late | 
January, early February, 1969, following this letter Mr. | 
Michos advises McDonnell a McDonnell is not mentioned here, | 
needless to say -- rene McDonnell that they must get 
$500,000 in in two days, “but that is not under the circum | 

stances construeable as a firm application of the rules? 

MR. BEEBE: Ch, I think, sir, you will see-- 

THE COURT: No, stick to my question, please. 

MR. BEEBE ; I havesaid before on that particular 
question that it‘was a misapplication of the rules to issue 
that order without issuing protection at the same time and 
making sure that the people who were being pulled in knew 


what was going on. That itself, your Honor, is a misapplica- 


tion of the rules, 


don't think, in any event. You see, you have got a single 


| 
: 
| 
THE COURT: I am not going to let you do it, I | 


line which you conceivably could argue something from, 
; although it is a matter of opinion at this point and it's 


a matter of a direction from a superior -- 


MR. BEEBE: That's correct. 

THE COURT: -- which the jury's problems at this 
point as to whether or not the rules should properly apply 
in the net capital field, and he says you have got to be 
firm with the application. 

MR. BEEBE: The implication being you are not 
being firm already. 

. THE COURT: All right, be that as it may, what 
they did in February was to say $500,000 within two days, 
please. 

Now, is that inconsistent with that demand? 

MR. BEEBE: May I just tell you my answercn that 
which is not limited to that particular one $2,000,000 in 
a week -- | 

THE COURT: I appreciate that, but that has nothin . 
to do with this piece of evidence. This piece of evidence 
only goes to the capital rule. 7 

MR. BEEBE: I am bolbtne about the capital rule, 
Iam talking abot the capital rule immediately after our 


clients took their money in, in February and March and April 


the company continued the violation; it wasn't corrected, 
{ 


and they did nothing-- 


{ 


THE COURT: As far as the capital rules wera 


concerned? 
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MR... BEEBE: Yes, yes, net capital rules. I am not 
talking about operations; I am talking about net capital, 
- the ratios from the figures we have: in evidence. 
THE COURT: As I understood it, they were yoyoing 
“around the .'2,000 mark all the way through Memorial Day. 
MR. BEEBE: Sir, we never tried to lead you to. 
that conclusion, according to the exhibits in this case. 
The exhibits in this case show way over 2,000 all the time, 
all the time, and they didn't correct it. And that's why 
this is so important. I know what I'm saying is exactly 
the contrary of the assumption that you have been working 
on, but that is the fact, and I can show you right now an 


eexhibit we have marked for identification -- 


change? 
MR. BEEBE: Those are all trial exhibits (handing) . 
THE COORT : Now, you are saying that in the 


period while everybody is waiting for that Lybrand audit, 


| 
{ 
{ 
| 
THE COURT: Is it a fact known to the stock ex- | 


they, in fact, were in capital violation, but the fact 

of the matter is they were submitting reports to the exchange 
through January, the second wuek in January indicating 

they were in compliance. 

: MR. BEEBE: On the right-hand side of that list 


is the dates on which the exchange received ithese various 


slh7 


reports. 


THE COURT: I appreciate that. in the period 


around January 31st of 1969 there is no quastion because 
that is the time of Mr. Bishop's eee 

MR. BEEBE: The point I am making is that after 
that date -- 

THE COURT: Then on April 24th -- 

MR. BEEBE: Still at 3,500, 65 per cent, accontin. 
to Exhibit 65, which is their om internal computation. 

Where it Says Trial Exhibit E-3 underneath, 
that should be 83. 

THE COURT: April 18th? « suppose that's along 
about the time that Murray McDonnell is required to go 
_ out and borrow. So the fact is they go over again, so 
Murray goes back to the well. 

MR. BEESE: Not according to their “-~- as you go 
on, not according to their internal computations. 

THE COURT: I don't see that. 

MR. BEEBE: On the next page it continues that 
Exhibit 52 is an estimate, but three days later on Exhibit 
23B we are up to 2,920 per cent. And then when you get down 
to Exhibit EEE, which was their exhibit -- 


THE COURT: Yes, that is September and the ballgame 


is over, 
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MR. BEEBE: As of July 3lst. 


THE COURT: I know,, but the conmunication of 


that is in September. 


MR. BEEBE : That's true, sir. All I'm 
saying is I looked through their exhibits to try and 
find something where that theory that all this money is 
coming in was actually solving something and it isn't 
there. I was as surprised as could be, because I 
kind of was operating on the same assumption, that the 


money came in and therefore things were solved and you 


could shift and focus on the operating. But that's not 


what happened. The money came in and it wasn't 
solved. The net capital rule continued to be in 
violation. 

I went back to Mr. Arning's testimony, even 
given a week or te weeks, but this is the whole time. 

THE COURT: At this point I want to give 
consideration to this Mr. Cohen letter, 110 for Seeks 
fiction. I will hang on to this and I will’ reserve 
decision on this. My inclination is not to turn it over. 

MR. BEEBE: While we are here I believe 
there are some others. 

MR. BROOKS: Yes. On the.other subpeonaed 
documents, your Honor, and also covering the file that Mr. 
Beebe asked me to have Mr. Bishop's secretary go back. - 
and look through, we have d¢cuments which we have no 


objection to producing, although I'm not sure I would not 
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object when they are offered into evidence, at least 
‘some of them. 

; What we are producing is a draft of Exhibit 
86, which Mr. Bishop said he prepareed;-.a letter to 
Chairman Budge by John Cunningham dated October 30, 

1969; a letter dated November 19, 1969 to Mr. Baruch of the 
SEC. 

2 think indeed I may offer some of these 
myself, but Mr. Beebe would wish to do so. 

Otherwise we have found no other documents of - 
the type subpoenaed or requested and that we searched 
for in our file. 

MR, BEEBE: If I can just run thorugh a check 
list, your Honor, since I have these copies of the 
' documents, he has handed us copies so he is not asking 
you to make a review at this point. m 

There were the SEC letters, and these have been 
okdducda. I take it? 

MR. BROOKS: So far as they exist they have 
been produced. | 


MR. BEEBE: Now, another subject, while we 


are here, is Exhibit 43, 43A and 109. These were marked 


for identification, and what I am trying to solve is the 


problem of having to call Mr. Spies or someone back just 
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to authenticate them. Here is 47 and 43A, and 100 also. 

I will show them to your Honor, and what I would 
like to do is simply have them offered, unless there is 
some serious objection about their authenticity. I 
will explain what they are. 

I believe 43 is the letter from Mr. Spies 
to McDonnell commenting on McDonnell's financial 
questionnaire of January 30, 1969; 43A is the financial 
questionnaire itself. . 

I will stop there for a minute and take 
100 separately. 

I wrote to Mr. Brooks, in fact I handed those 
exhibits to him last Thursday and asked him if there 
was an objection,and I wrote on Friday and memorialized 
request to just put these ei a basis so we wouldn't - - 
have ot call Mr. Spies back for these two inne. 

MR. BROOKS: Mr. Beebe wrote and said he 


believed he could identify them through the deposition 


testimony. We looked through the deposition testimony 


and we find that is not the case. So far no ore 
has identified Exhibit 100 or Exhibit 43, either on 
the stand here or in deposition testimony. . 
We have stuteees in our answers to demands to 


admit that both 43 and 100 are in the files of the 
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exchange. I still maintain the objection to 

their admissibility here. I fon‘t think there is a 
proper foundation yet for them. 

MR. BEEBE: As I understand it, it's just 
foundation questions that they are raising, and Mr. Brooks 
earlier had eee to make people available from the 
exchange. Of course, Mr. Spies is from the exchange 
and we could have him called back, if necessary, just 
for the foundation question. But I think, your Honor, 


at this late date and this point in time, and especially 


since when I had foundation objections I always admitted 


thet > cuatiy didn't have any problen with authenticity, 
I think I would just like to put these in. They are 
very relevant and somewhat important to our fais and I 
am going to pursue it throuch witnesses if I have to..° 
_MR. BROOKS: On the calling back of Mr. 
Spies, I object to it. Certainly it would have been 
proper to ask hira on plaintiffs' direct case to look 
at these exhibits and identify them. Plaintiff didn't 
do that at the time. I suggest that it's not proper 
on a rebuttal case to call back a witness to lay a 
foundation for a document that you had in your hand at 
the time he was here and which you didn't interroaate on, 


especially when it's not responsive to the defendants' 
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case that went in subsequent] ’. 
MR. BEEBE: Your Honor, this is itan 
way overly technical. I also think that I did examine 
Mr. McElroy on these, on 43 «and 43A, and he disclaimed 


personal knowledge. 


When I got to Mr. Spies, well, I have to say 


there are 100 exhibits in this case. It's this kind of 
housekeeping that I think is appropriate to be done at 
this point. 

MR. BROOKS: On 43A, your Honor, that was 
not even a deposition exhibit nor did we admit anything 
as to it. As far as I'm concerned, no. one has 
identified 43A. 

MR. BEEBE: 43 iene make any sense, nor 
does Exhibit 25 for that matter, unl2ss you refer to the 
financial questionnaire, which is what 43A is. They 
both refer to financial questionnaires. I can show your 
Honor an exhibit. 

THE COURT: What is involved? Mr. Brooks 
does have a point, you know. . te defends against a 
certain plaintiffs' case and then all of a sudden 
when his case is practically finished you com ie and 
want to throw in some other documents,which hes an 


essential unfairness to it. 
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MR. BEEBE: If it's heing done on that 
narrow ground, of course the answer is that the 
question was raised as to how much -~ and this was on the 
rebuttal case -- how much Mrs. Murphy and Mrs. McDonnell 
ee put in. What were the dollar figures. If you 
will examine, your Honor, 43A you will see that their 
complete subordinated accounts are set forth right there. 

THE court: | Is that what you are offerina 
that for? 

MR. BEEBE: Also for another thing that's 
very important. They might take the position that what 
I just eneued this sacspeasteas was wrong, that in the 
January figures that they were construing, the January 
30th figures, did not include our client's account. So 
that if you take the end of each you say in the end of 
April, Exhibit 25, their figures show 3000 per cent or 5000 
per cent, they could say that doesn't include your client's 
money . 

When your client‘s money came in that was all 
involved. That's what exiotiy what 43A shows, that our 
client's money was in there on January 30th and were 
counted by the exchange's own figures. 

MR. BROOKS: This shows to the contrary. 


This is a document obviously prepared by McPoni.21ll & 
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Company. If you will look at schedule 10, page 1; what 


it shows about Mrs. Murphy is that they are claiming that 
her account is in pursuant to an agreement dated January 
30,. 2963. 

We “0 know in this case Mrs. Murphy's 
agreement is not dated January 30, it's dated February 4. 
So it’s obvious that it's an error and it couldn't be 
binding on the exchange. It's for those reasons that I am 
not going to admit.it. 

MR. BEEBE: I find that,your Honor, at best 
amusing because there is no other agreement; that she 
signed or put in. More importantly, their own comnutations 
were based on that. 

THE COURT: You are trying to chaqe the 
exchange with knowledge of something that happened on 
January 30th. 


MR. BEEBE: Their own computations in 


analysis of those figutes. That's exactly what they are 
analyzing. 

THE COURT: Suppose I admit 43A for the 
purpose of showing what the exchange socwivedt sd thouk it 
being ne any underlying fact? 


MR. BROOKS: I didn't even know the exchanae 
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received this document. They may have received one 
that is correct. This one'was obviously incorrect. 
It says Mrs. Murphy signed an agreement dated January 
30 and we know she didn't. 

MR. BEEBE: There isn't any aqreer2nt 
they put in so dated as far as I can tell. That exhibit 
especially setting forth the status of Mrs. McDonnell’s 
esune is exactly what they received and they acted upon 
to They did it in Exhibit 25 as well. If we called 
Mr. Spies back he would so testify. 

MR. BROOKS : ‘Your Honor, Mr. Beebe got 
document production both ~— the exchange files and from 
McDonnell's files. This could have heen a draft in 
McDonnell's files. 

THE COURT: I appreciate that. 

MR. BROOKS: Mrs. Murphy's subordination 
agreement, Exhibit 3 put in by plaintiffs, is dated 
Februray 4th. 


MR. BEEBE: § I don't think that is all the 


THE COURT: The short of it is Mr. Brooks 
is not going to stipulate to this document going in, 
so that's the end of it. 


MR. BEEBE: I would ask two things, your 
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Honor, since this is an important document: i would 
ask Mr. Spies be called back so I can put that one 
document in through Mr. Spies, and I would ask that if 
they have a document in their file which is the January 
30th answers to financial questionnaire, they bring it 
and I will be happy to deal with theirs. That would 
put to bed any question about this document. But it's 


important, your Honor. 


MR. BROOKS: I object to that at this stage 


of the case, your Honor. 

MR. BEEBE: I think reaily -- 

THE COURT: This is being offered for the 
limited purpose of showing Mrs. Mirphy's money in this 
business. 

MR. BEEBE: And Mrs. McDonnell's money. 

The most importance purpose, sir, is that the money was 
counted in when the exchange made its computations later 
on that chart that I showed you. Those Pa ein 5 those 
3000 and 5000 figures include our client's money. 
That's the vital point. 

THE COURT: Mr. Brooks, suppose you were to 
stipulate to 43, which is Mr. Spies' letter, it includes a § 
certain amount.of "net capital" on its face, 3 million 9, 


and that that 3 million 9 includes Mrs.Murphy's and 
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Anna McDonnell's money. 

MR. BROOKS: I don't stipulate to that, your 
ae: I don't see in Exhibit 43 that it says it includes 
Anna McDonnell's money and Mrs. Murphy's money. . 

THE COURT: Suppose you waive the argument 
that it doesn't. 

MR. BROOKS: — I waive that argument? 

THE COURT: Mr. Beebe doesn't want to arque 
it. He just doesn't wantyou to he able to arque it to 
the contrary. 

MR. BROOKS: No, your Honor. 

. THE COURT: All richt. Then I think we had 
better bring Mr. Spies back. 


MR. BEEBE: And also their copy of that one 


ialietateeamemedtiiied iad ie telco ee 


document, that is the January 30th response to the. 
financial quesionnaire. That's all. 


THE COURT: Just for that one limited pur- 


; 
: 


MR. BEEBE: Of laying the foundation. 
The letter, the SOQ, andswer to the financial questionnaire 
of January 30th. I think I have already civen them a 
copy.of it. 

THE COURT: I don't frankly understand what 


all this is about here. 
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MR. BROOKS: When does plaintiff plan to 
We have Mr. Bishop on the stand now. 


MR, BEEBE: First witness on our rebuttal 
take five minutes. 

MR. BROOKS: All right. 

MR. BEEBE: Is there anything else? 

One. last thing, your Honor. I will be 
asking Mr. Bishop about some other meetings that I 
subpoenaed notes for. There was one on April 21, 1970, 
with the SEC and one on June 19, '70, which were 
revealed in that congressi al study. I dd subpoena 
_— and I don't see them. 

MR. BROOKS: That's ght. aeenieein they don't 


THE COURT: ‘All right. Shall we get the jury. |. 
MR. BROOKS: Can I have an estimate from Mr. 
Beebe about what time of day he would expect to reach 
Mr. Spies? 
MR. BEEBE: I think perhaps first thing 
after lunch. I might not be done with Bishop then, 
but I would be just a matter of a few minutes. 
THE COURT: How long are you going to be 


with Mr. Bishop? 
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‘MR. BEEBE: I think I can run through 
these questions, now that we have these things out of the 


way, in two hours maybe. I might take a 


little longer if there ere objections. 


Why don't I make an offer of proof, sir, and 
we can get that out of the way also. 

We have premarked the case study, 102 for 
identification. I handed you the entire green book 
but we just copied the case study out of the book. That's 

102 for identification. That study represents the 
facts gathered by Congress and the Securities and 
Exchange Commission, which are the governmental bodies 
_ charged with surveillance and ultimate control over the 
exchange. 

That study is being offered for the issue of 
the proper interpretation and enforcement of the 
federal statutes and the exchange's rules adopted under 
section 6 of the Exchange Act during 1968 and 1969. 

It also is probative to the “oversight” 
issues which were raised over my objection cnint tone ly 
on direct examination of Mr. Bishop, and I would refer 
particularly to transcript pages 1881, 1887, 1889, 1892 
to 94, 2020 to 23 and 2041 to 48. Also the cross- 


examination and colloquy at 2173 to Si. 
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It's also being offered, I submit, because 
the final report of the Senate subcommittee on sécurities 
of the committee on banking, housing and urgan affairs 
adopted that report in its final -- in the Senate 
subcommittee's final report as Sh tein. and I am 
reading from pages 1 and 2 of the securities industry 
study dated April 6, 1973: 

"The subcommittee also nendockud: Sour 
detailed case studies of the operation of the renwiwtety | 
system inthe securities industry, focusing on the 
decisions involved in," then sub part 4, "the administra- 


tion and enforcements of the New York Stock Exchange 


capital rules. These case studies, which are set forth 


in full in parts 3 and 4 of the securities industry 
study hearings, represented the first independent 
congressional study of how the system of self regulation 
with government oversight ocnnai sy operates in the 
securities field.” 

The first finding, which I am also offering, 
is, "The New York Stock Exchange at times interpreted 
its net capital rule in such a way as to permit member 
firms to remain in bueinsss despite what would otherwise 
be considered violations of the rules." 


I am reading, sir, from the report by the 
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subcommittee, not the case study itself which you 
have in front of you, but the report on top of that which 


adopted the case study. 


We would call that 102A. I hereby offer both of those 
under, among éther things, rule 803, subpart 8C of the 
cake federal rules of evidence, which, although they 

do not become applicable officially until July of this 
year, already are thoroughly promulaated and the material 
supporting that particular rule show that that particular 


rule is already the case law at the present time. 


| 
I would also offer that report in evidence. 
| 


MR. BROOKS: Your Honor, I object. I 
think I have said why the last time this issue came up 
and was ruled upon by the Court. I would be glad to 
summarize those points again, but I thought this had | 
been decided in this trial, and I have seen nothing 
new in Mr. Beebe's presentation or in the kien to make 
this admissible. 

MR. BEEBE: I did not make an offer 
before. I referred to it in the course of the discussion 
eo Professor Ratner and I think I have now laid a 
thorough foundation based on the exhibits and testimony that 
have come in by Mr. Bishop over my objections, which was 


not the case when we were talking about Professor Ratner. 
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There has also been thorough notice that this was going 
to be offered. 

MR. BROOKS: Your Honor, there is no doubt 
about what the wit: 3' testimony is and what the 
documents show, that the interpretation of the exchange's 
capital rule to McDonnell & Company. TI think that is 
properly before the jury. But when counsel tries to put 
in a report which in its preface, and I hope the preface 
is attached to the selection Mr. Beebe handed to you -- 

MR. BEEBE: Yes. 

MR. BROOKS: It disclaims being thorough, 
it disclaims being comprehensive, it disclaims being 
substantive and admits that it has selected selected 
documents from the file of another agency, some of which 
are not public, some of which are known to the stock A 
exchange. 

When you take a look at the documents we 
looked at this morning and see how thay ace used in 
this document, it’s pretty plain this is a hatchet job 
and is not reflective of what the facts really are. 
Those facts are before the jury. 

MR. BEEBE: I think to the contrary. 

The facts are set forth, especially the facts that are 


relevant to the enforcement of the net capital rule 
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in detaii in this study and that the fact that it's 
prejudicial perhaps to the other side, it may be prejudicial 
in the sense that it may go against their case. 

THE COURT: I am going to exclude those 
exhibits. 

Shall we a Ripe before we start? 

MR. BEEBE: | That would be helpful. 

MR. BROOKS: Y' will have Mr. Spies here 
at 2 o'clock, unless someone wants to direct me otherwise. 
If I can find him. 

MR. BEEBE: If I may, those two exhibits, 
choke two documents from the exchange files, 43 and 43A. 

MR. BROOKS: I don't have a dispute with 
Mr. Beebe on 43. I know it's in the file. 

THE COURT: Do you have the report as well 
as the case study? Let me look at that, Mr. Beebe. 

MR. BEEBE: Yes, I do. That's 102A. 


Mr. Brooks, I just wanted to make clear that 


-f am requesting that you have Mr. Spies or someone bring 


over, someone who is in a position to authenticate that it's 
in the exchange's files, the January 30th letter. 

MR. BROOKS: I will bring in Mr. Spies, 
‘Mr. Beebe. I can't tell you who can authenticate what. 

MR. BEEBE: And the documents. 


(Recess) 
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(In the courtroom in the presence of the: jury.) 
ROBERT M BISHOP, resumed. 

THE COURT: Mrs. Faber, you are now called upon 
to fill seat number 4, if you will, and if you will all 
move over, You are henceforth a regular juror. : 

CROSS EXAMINATIGN CQGYTINUED 


BY MR. BEEBE: 


Q Mr. Bishop, I would like to ask you some questions |' 


about another brokerage house that failed during the paper 
erunch, Picard Company; do you recall that? 

MR. BROOKS: I object to that, EE It 
has nothing to do with McDonnell. 

MR. BEEBE: I believe it cs teas to do with 
the same question of what was going in the as and 
how they reacted and how they responded to the aif ferent 
problems that they were confronted with in the industry, 


and that is exactly what they examined about of Mr. Bishop 


when he was asked if this was a general problem, and things 


like that, and it goes to the general problem. 

MR. BROOKS: But there is no testimony about 
Picard. 

MR. BEEBE: Not Picard itself, other broke rage 
houses, which I objected to, and the issue was raised as 
to how the stock exchange reacted to ‘the problem in the 
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in the industry, and that is an issue here, taking this 
as a standard and measuring it as against McDonnell & 
Company, is there a difference? 
THE COURT: In a limited way I will permit it. 
MR. BEEBE: It is a very short line. 
BY MR. BEEBE: 

Q When did the exchange first become aware that 
Picard & Company wes in violation of the net capital rules, 
Mr. Bishop? 

A The last two or three days of January, 1968. 

Q Did. there come a time in the second half of 1965, 
sir, that the exchange became ‘aware that sanen was in 
violation? 

MR. BROOKS: I object. 
THE COURT: Sustained. . 

Q I show you, sir, Exhibit 102 which has been 

marked far identification and ask you to turn to page’ 723-- 


MR. BROOKS: Your Honor, what is the purpose of 


showing the witness this? 


MR. BEEBE: To refresh his recollection. 

MR. BROOKS: As I understood it, he didn't recall. 

MR. BEEBE: As to the question of when they first 
learned that Picard was in violation. He said 1968. 


just submit that might help him a little. 
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MR. BROOKS: And an objection was sustained 
to the next question. 

THE COURT: What page ars you referring to? 

MR. BEEBE: 223, sir. 

THE COURT: No, I am not going to get into things 
that happened in 1965 with regard to another firm. We 
would have to litigate every firm. I am prepared to permit 
a limited examination as to the conditions of the industry 
in and around -- 

MR. BE: This is a very limited line and it is 
the only other example that I propose to acne. 

THE COURT: No, because we a have to get 
into the entire Picard situation before it would be fair 
to compare them with anybody else. We are not going to 
litigate the Picard situation starting back in 1965. 

BY MR. BEEBE: 


Q Was public ownership of member firms under con- 


sideration at the New York Stock Exchange in 1969, six? 


A It became so in 1969. 

Q Did the exchange apply to the SEC for permission 
to have public ownership of member firms? 

A We filed certain rule amendments with the SEC 
that would permit public ownership. 

Q In the course of your negotiations with the SEC 
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did you have occasion to meet with Mr. Pollack? 
A 36 Probably. 
.q Q On December Lith did you meet with various 


commissioners and tha staff of the SEC, December 11, 1969? 


Q Did you discuss with them in part the question 
of wembers giving themselves credit for restricted stock, 


A yes, I did. : 
or did anyone on behalf of the exchange discuss that | 
| 


question? 


A z don't recall that. 
Q Ishw you what has been previously marked 
Exhibit 109 for identification -- which I think T should 
show to your Honor first, the top of the page (handing). 
: MR, BROOKS: What page? 
TAE COUKT: :, 
R. BEERE: Page 2. 


THE COURT: Gentlemen, come to the side bar. 


(At the side bar.) 
"HE COURT: What do you propose to do with this 


Exhibit 109 for identification? 


MR. BEEBE: The first two major items are Mr. 
Haack's statement of tha member firms giving themselves 
credit for lettered stock, which is exactly what happened 


with McDonnell & Company. The implication was from the 


QURTHOUSE 
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statement that they should not do it. 
MR. BROOKS: I don't think that is the i plication 
at all. Just bringing it to their attention. 
THE COURT: Well, if you intend to say, does 
this refresh his recollection-as to what the decision was 


with regard to lettered stock, and then what is his recol- 


lection as refreshed, I would permit that, but I won't | 


let you use this exhibit as proof of anything. 

MR. BEEBE: That is what I was going to do. 

THE COURT: All right now, let's take these all 
at once while we are here. 

MR. BEEBE: Sir, there is a whole series here 
on page 5 starting with Chairman Budge. 

First, if he recalls this being said -- 

THE COURT: What being said? 

MR. BEEBE: This here, this series, and ask him 

if it refreshes his recollection, and getting those in 
as admissions by the New York Stock Exchange. 

THE COURT: ‘To what? 

MR. BEEBE: As to who has the responsibility if 
they go over the brink to allow a violation of their own 
rules. The New York Stock Exchange, Mr. Haack and its 
members have a great responsibility. | 

MR. BROOKS: We don't deny that. That's why we, - 
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are “here. 

| MR. BEEBE: That's why I would like to get this 

in front of the jury. | 


THE COURT: No, this is exactly the kind of colloquy 


in a Loard meeting that I don't see as something that has 


evidentiary value on the issues raised by the pleadings in 
' this case. | 

MR. BEEBE: This is not a board meeting. 

THE COURT: But this is a meeting of people who 
have a responsibility for regulation of the member firms, 
the exchange on the first level and the exchange at the 
icend level, and on got eronaie and they are talking 
about what to do about it. 

MR. BEEBE: And one of the things they propose 
to do is: 

It says Chairman Budge asks to allow a violation 
of your rules; is that in effect one of your solutions? 

ea Haack says: Some of the governors and our 
lawyers are concerned but this is ene brinksmanship because 
of the impact on the customers if we close the dooce; 

Chairman Budge says: But if have a net capital 
tule and permit firm to accept new customers -~- 

THE COURT: That doesn't fit McDonnell on any 


state of the proof, as I understand it, ‘on this record, 
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MR. BROOKS: And I don't think it is clear as 
to what is being said at all. 
MR. BEEBE: Then Mr. Haack said: Exchange and its | 
members have a great responsibility. 


Now, what we had here, your Honor, was they had 


a violation of the rules in January, 1969. They did accept 


new money from our clients, and they have a great respon- 
sibility. a 
THE COURT: The violation of the rules can be 
proved on this record competently. 

No, Mr. Beebe, I will not let us use page 5 
of Exhibit 109. 

MR. BEEBE: Can I ask the question of whether 
an exchange took place concerning the rules, enforcement 
of the rules at that meeting? 

THE COURT: No, because I don't see that the fact 
that it did or did not has any bearingm these issues. 

MR. BEEBE: If I may just respectfully say, 
if a man has an admission, or the president of a company 
has an admission, the fact that he has an admission in 
the context of walking down the street or has an admission 
at. the bar-- 

THE COURT: But that is not an admission that 
applies to this case. 
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MR. BEEBE: I take it as an admission that 
they were not aici to enforce the rules. 

THE COURT: No, IX don't think that can be 


construed that McDonnell & Company was allowed to exist 


in violation of the rules. They had a situation where 


' they had a lot of companies; maybe. it applied to some, maybe 
it dia not apply to nee maybe, in fact, it applied 
to McDonnell, but this is not a statement that in this 
lawsuit is permissible. 

MR. BEEBE: I will take it a step at a time and 
go on to another one. 


(End of side bar discussién.): | 
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(In open court) 

Q I believe if I can hark back to where I left 
off, there was a question about the entry on the top of 
page 2. 

THE COURT: ‘That is correct. 

MR. BEEBE: May I show the entry on top of 

ge 2 and ask the witness about that? 

THE COURT: All right, go ahead. 

Q Just the top of page 2, I ‘okies, sir. Oh, 
you wanted to see what that was. Go ahead. 

Does that refresh your recollection as to 
any discussion at that meeting on the subject of lettered 
stock. | 

A I unde itand what it says. I actually 
don't remember the discussion. 

Q Did you or anyone at that meeting discuss 
the interpretation of the net capital rule, if you recall? 

A I don't recall that. 

Q If you will turn to the document on your 
right that's on the rail, page 231, sir. 

Before we get into the question of whether 


or not that passage in the middle of the page accurately 


Recr.ects -~- 


THE COURT: Now, now, please, please. You are 
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making a suggestion in colloquy even. That is exactly 

what I don't want to have before the jury, Mr. Beebe. 
MR. BEEBE: Very well, sir. 

Q I will simply ask is there anything on that 
page that refreshes your recollection as to anything 
that was said at that meeting? 

A No. : 

.Q Sir, I show you Exhibit 103 for identifi- 
cation and ask you to turn to page 2481. 
A I don't see any page so numbered. 
THE COURT: 241. 
MR. BEEBE: That's the transcript of 


Dempsey Tegler. 


MR. BROOKS: You haven't qiven us a copy. 


MR. BEEBE: I thought you had mentioned 
you had a copy. a have no other copy. That copy 
has markings on it that I am giving you. The one the 
witness has is unblemished. 
MR. BROOKS: Proceed. 
MR. BEEBE:. Thank you. 
Q Sir, looking at the passage there, does that 
remind you of anything that was said by yourself at that 
meeting on December 11, 1969, with the SEC? 


A The meeting of December llth with the 
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Securities and Exchanae Commission, no. 

Q If you will turn to a few pages earlier, 
you will see that the pending question, at page 2479 was 
addressed to that December llth meeting. 

A . Where does that appear? 

Q There (indicating). 

MR. BROOKS: What page, Mr. Beebe? 

MR. BEEBE: 2479 starts the series of 
questions. 

MR. BROOKS: On which line? 

MR. BEEBE: Line 9. 


Q Then the statement that is read in starting 


at the bottom of that page and going on to page 280. 


I deny that that's related. 


Can I have the exhibit you have in your 


Yes (handing). 
MR. — I offer Exhibit 103 for 
identification in evidence -- 
MR. BROOKS: I object, your Honor. 
THE COURT: I will reserve decision on your 
argument to the recess. , 
Q Just one question on that, though, to lay a 


foundation. Did you indeed testify at the trial of -- 


SOUTHERN DISTRICT COURT REPORTERS, U.S. COURTHOUSE 
FOLEY SQUARE. NEW YORK. N.Y. ~ 791-1020 


cee Ae i i scan: saage tm nseaeatanin scan 


/sepetiaaeangpsiethettpemtnesonerinenatoinneptemnenstasiesmnsieinnyenssntmmnaaeehos ute axons eteaiyremanmnesnsanipensacaetisepennndesohesveran eran pen ababensenssemnteapaadnnentnapeenanepseetetemenseeaneeeenenenenmantimemspamtasenore uence rr A 
NoPE AER A ARRON 8 AI AIRES IETS AONE EA CA AUN CACORE REET SI CIE PEIN AARON ESL RS APENROC RAS = 


4 


Bishop-cross 2235 
THE COURT: I think there is no question 
about that. 
I will reserve decision. 
Q Sir, when did Dempsey Tegler go out of 
business? 


MR. BROOKS: Same objection, your Honor. 


THE COURT: Overruled for the same reasons. 


Let me think. I think in the summer of 


Q And when did Blair go out of business, 
Blair & Company? 7 
ie BROOKS : | Same objection. 
THE COURT: Overruled. 
A I think that was also in the summer of 1970. 
Q As you will recall, Exhibit 86, which is the 
Haack memorandum of October 1970, and the attached 
report mention those three firms, McDonnell, Blair 
-and Dempsey Tegler with relation to application of the 
rules. 

Were there any other firms not named in that 
memorandum to which the stock exchange did not make 
normal application of the rules? 

MR. BROOKS: Objection. 


I don't remember. 
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THE COURT: Well, we have an answer at this 


You say you don't remember. 

THE COURT: He said he does not rememher. 

Q Maybe it would be helpful if I put in front 
of you Exhibit 86, which is this President Haack 
memorandum, and direct your attention to the passage 
on the bottom of, I believe, the third page of the 
report, where it says: 

"In the case of three major member oraaniza- 
tions," which are these three companies, “the exchange 
found itself facing situations where normal application 
of the rules could have meant possible loss for 
thousands," and so on. 

How long before Dempsey Tegler went out of 
business did the exchange apply that plan for non- 
normal application of the rules to that company? 

MR. BROOKS: Same objection, your Honor. 
Misconstrues the document and Dempsey Tealer has nothing 
to do with this case. 

THE COURT: If you are going to go into 
this area you are going to have to go into — a much 


more detailed basis. 


Q I will ask some specific questions then. 
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How many customers did Dempsey Tegler have, sir? 

MR. BROOKS: Objection. 

MR. BEEBE: I tiink that is very specific 
and detailed. 

THE COURT: Please, let's stick with the 
rules. Let's stay with the rules, and what is normal 
and what isn't -normal and when. 

I sustain the objection to the question. 

MR. BEEBE: On the two customer questions I 
would like to ask, they pertain to the fact that this 
bulletin speaks of a total of 165,000 customers. 

THE COURT: T know. Mr. Beebe, just put 
it my way. I am giving you a lot of latitude to 
litigate an awe uals unrelated situation. Let's confine 
it. for the moment to what I suaqgest- 


QO This would be a question, then, sir, as to 


the point at which, in relation to the time when Dempsey 


Tegler went out of business, the non-normal application-- 
THE COURT: That's a question of finding out 
what the rules are that would not normally apply. Let's 
find out what they areand let's find out if and when they 
were so aoliek. 
MR. BROOKS: I have a further objection. 


This document only says “normal application of the 


rari Bishop-cross 
rules" could have meant certain things occurrina. 
It doesn't say there was any abnormal application of the 


rules to anybody. 


THE COURT: That's why I want him to lay a 


foundation as to what, if anything, was sini. 
MR. BEEBE: I would disagree with that 
document. 
. THE COURT: Put a question. 
@) Let me ask you, Mr. Bishop, did there come 
a time wher nempsey Tegler was in violation of any stock 
exchange rule? 

MR. BROOKS: -I object. 

MR. BEEBE: I believe that's exactly the 
area that I am -- 

THE ‘COURT: He, 4t dient. 

Mr. Bishop, taking this word or words "normal 
application of the rules,” I gather aie came a time 
‘as to Dempsey Tegler you may have had a non-normal 
application of some rules? 

THE WITNESS: Perhaps that's true. I don't 
really remember Denpsey Teqler at this moment very well. 

THE COURT: Do you have any memory of any 
non-normal application of the rules in Dempsey Teqler? 


THE WITNESS: I just can't remember the 
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events leading up to Dempsey Tegler's failure well 
enough to know. 

Oh, yes, this was Mr. Kind. Let me see. 

There was a period in the winter of 1969-79 
where we permitted Dempsey Tegler to be in capital 
violation while we were expecting new capital to come in, 
which eventually did come in but it was a longer time 
than we usually would have waited. That might have hone 
construed to be that kind of event. 

That's the only one I can think of. 

“MR. BEEBE: Could we ask the same question 
as to Blair? 


THE COURT: Yes. Would you answer that asto 


THE WITNESS: Blair, I don't recall that there 


were any.. Their demise was rather quick. 


19) Now, during that period, '69-70, while ypu 
were waiting for.new pinkiat at Dempsev Teqler, did you 
inform the potential lenders that the rules were not 
having the normal application? 

A What potential lenders? 

Q You eats you were waiting for new capital to 
come in. The new capital contributors, did you inform 
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them? 
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A No. 

Q Were you in attendance at a meeting on 
November 4, 1968, between the Securities and Exchange 
Commission and the New York Stock Exchange concerning 
back office problems? 


A I don't identify that meeting, if there was 


Q If you will look at -- I better get the number I 


Exhibit 102 on page 28, 192 for identification. 
A The aad numbers seem to run in the 200's. 
Q 228, sir. The paragraph on the left starting 
"As 1968." That is all I will read out of it. 
(Pause) 
MR. BROOKS: Is the question whether the 
witness was present? 
THE COURT: Have you looked at those 
paragraphs? 
THE WITNESS: Yes. 
THE COURT: What is the question based on? 
MR. BEEBE: The first question is whether 
he was there. 
THE COURT: Where? 


MR. BEEBE: At that meeting, November 4, 
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THE WITNESS: I don't remember this 

description. 

.) Were you told or do you remember being 
told about that meeting back at the exchance? 

A I just don't remember it at all. I have 
read this report before but I don't remember this meeting. 

Q Now, you see right on that page above there 


is reference to a letter dated December 9, 1968. 


A Yes, I see it. 


Q Did you er your counsel bring that letter 
with you today? 


MR. BROOKS: Your Honor, havan't we discussed 


THE COURT: Yes, we discussed this letter 

already. It's been marked for identification as 110. 
MR. BEEBE: Could we hand it to him? 
I don't believe I have had access to Shale ity 

THE COURT: That was the one I ruled that I 
wasn't going to let you have access to. 

MR. BEEBE: That's richt. So I am askina if 
the witness -~ I am trying to, without approaching the 
Gocument, ask the witness if he had ever seen that 
document before today, aS a start to get a foundation 


going. 
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THE COURT: Here is 110 for identification 
(handing). 
A What is the question? 
@) Did you ever see that before today? 
(Pause) 
A I'm not sure. 
Q In the normal course of procedures in late 
1968 would that document have been routed to you as 
head of the department of member firms, or a copy of it? 
A z should think that it would have. 
Q Do you recallat that time receiving information 
to the effect of what was in that document? 
MR. BROOKS: I object to that question, your 
Honor. | 
MR. ‘BEEBE: Well, just-as a foundation. 
May I pinpoint the attention that I am 


interested in? 


THE COURT: Just a second. 


(Pause) 


THE COURT: Mr. Beebe, here you are (handing). 
MR. BEEBE: Thank you, sir. 

Was this -- 

THE COURT: Now, I have already ruled on the 


admissibility of this letter. Yf I didn’t, I now 
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- rule that letter in and of itself is not admissible. 


So govern your examination accordingly. I am only aiving 


this fashion. But the letter itself I do not deem 


| 
j 
i 
it to you because it seems to me silly to conduct Ae. 30 | 
' 


admissible. 


Q Sir, I believe the pending question was | 
whether -- | 
| THE COURT: The matters contained in that ch 
came to his attention. 

Q Yes, the information. And I will give it to 
you (handing). 

MR. BROOKS: Your es I have a problem 

with that question because the letter talks about a 
lot of Generetivses ve could have come to Mr. Bishop's 


information or to his attention from any source. Is 


the question whether they came from this source or whether 


* 
« 


they came by osmosis from the general world? 

MR. BEEBE: I will narrow that to say the 
information in that letter from that source, that he 
learned that that source had said what was said in 
substance in that letter, either by receiving a copy 
of it or otherwise. 

THE WITNESS: To that question I would answer 


I don't recall it. 
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MR. BEEBE: If I may move along, I will 
look at this a little later. 
9) Now,sir, in July of mid-1968 did the 
Securities and Exchange Commission urge the New York 


Stock Exchange to increase the size of the special trust 


fund? 


MR. BROOKS: I object. 


THE COURT: Yes, sustained. 
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Q On January 29, 1969, did the stock exchange send 
to the SEC a list of firms that were on restriction? 


I don't remember'- that. 


Where? 


Oi the bottom of the page going over to page 230. 
MR. BROOKS: Is the question, does this refresh 
bis recollection? 
- MR. BEEBE: As to whether as the man at the 


heed of the department a list*was sent on or about that date, 


| 
| 
Could you look at page 229 of Exhibit 102. | 
| 
| 


A Are you asking me if I accept the date in this 
document? | | 
Q On or deers that date ~- | 
THE CORT: Does this document refresh your 
recollection that: on or about Jenuary 29, 1969, the exchange 
sent the Commission 2 dist of firms on restriction? 
THE WITNESS: No, it does not refresh my memory. 
And you dan = that independently? 
THE court: That is what he says. 
A That's correct, 
Q Was it the normal. course at that point to send 


lists to the SEC of Howe on restriction? 


A I believe it was. We had one exhibit that showed 


2246 
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Q Well, McDonnell & Company didn't appear on that 
list until it was placed on restriction, is that correct? 
MR. BROOKS: I object. 


MR. BEEBE: It is cross-examination. I am just 


THE COURT: Well, we have a certain letter, a 
footnote, as I remember, that makes this question a little 


bit broad in its scope. 


MR. BEEBE: I don't knew if we were given copies 


MR. BROOKS: I think you were. 
Q Just bearing with that as yourrecollection 
that there was such a footnote, what was the date of that 
letter with the footnote about McDonnell & Co.: do you 


remember the time frame? 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


MR. BROOKS: I object. 


MR. BEEBE: All right, then, can we have the 
exhibit then? I-think it was 00. That seems to stick in 


my mind, 


MR. BEEBE: Well, let me pursue a few other 


( 
MR. BROOKS: It would have to be OOO. | 
questions ¥ have in this area —- | 


MR. BROOKS: Here you are, Mr. Beebe, 000 iii. 


| 


That is datcd April 25th, I believe, 1969. 
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Was there any notification to the SEC before 
then that McDonnell & Company had placed itself on voluntary 
restrictions? 

A I don't know. 

Q Normally it would have appeared in that sare 
file, would it not, if there was a prior notification of 
that sort to the SEC? 

MR. oe Objection. 
THE COURT: Sustained. 

Q Did you attend a meeting of the top management 
of the exchange with the SEC on April 21, 1970, which again 
discussed the net capital rule? 


A No. 


Q Do you know definitely that you did not attend 


that meeting? 

A .Yes. 

Q If I could atk you, would it do ony good to ask 
you to look at the page to ee your recollection, or 
is that -- 

THE COURT: Show him the page. 

_ MR, BEEBE: Page 232 of Exhibit 102. 
A Where? - 
Q Starting at the bottom of the page and reading 


« 


all the way down to the bottom of the quote -- 
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MR. BROOKS: Your Honor, to shortcut that, why 
don't we ask the question how Mr. Bishop is sure he did 
not attend that meeting? Why don't we ask him how he is 
sure he did not attend this meeting? 

A This does nct refresh my memory. 

THE COURT: It would be an appropriate qe sticen 

for redirect examinaticn. 


MR. BEEBE: X don't mind ask him that. 


Q How are you sure you did not attend that meeting? 


A I was visiving colleges with my daughter in 
that week. 

Q Did you hear a report about the meeting when you 
got back? 

A I don't recall. 

MR. BEEBE: We have subpoenaed any notes of that 
meeting. Can we have them produced now, memoranda and 
reports? 

MR. EROOKS: We have covered this before on the 
record and I said that no reports existed. 

THE COURT: Yes. 

Q Did you attend and give a thorough briefing 
to the SEC staff in June, 1970? 
A The answer to part of that question -- 


MR. BROOKS: < object. dune, 1970? you cm do 
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_ better than that. 
MR, BEEBE: No, we can't do better than that. 
June, 1970, and I refer to page 234, 
MR. BROOKS: A thorough briefing on what? 


MR. BEEBE: Qi financial problems. 
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THE COURT: Aren't you gétting a little bit beyond 


MR. BEEBE: I believe it goes back into the period 


i 
the time frame now? | 
especially subparagraph 4 of that series. | 

i nes I don't think that paragraph or | 
any other discussion at such a meeting could be relevant 
to the problems of McDonnell. 
THE COURT: Yes. 
MR. EHEEBE: I think, your Honor, you can see in 
the. first sentence of subparagraph 4 why it directly eebinenck 
THE COURT: No. I sustain the objection. 
Q Sir, was it cone view in 1970 as an officer of 
the exchange that -some firms were too big -- 
THE COURT: No, no, Mr. Beebe. I thought my last 
~ ruling made that perfectly clear. 
MR. BEEBE: This is from a different-- 
_ THE COURT: I know, but we are talking about a 


subject matter, You pointed my attention to a subject 


matter. Are you going to the same subject matter as that 
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paragraph 4, first sentence? 


MR. BEEBE: Before I ask this question may I 


THE COURT: Comes around to the ‘tts bar, please, 

(At the side bar.) 

THE COURT: I want to make an observation. We 
are not trying the industry; we are trying one company. 


I don't care whether this man feels that some 


1 
direct your attention, sir, to paga -- | 
t 
u 
! 
firms are too big to regulate, the jury is going to have , 


to determine whether their regulation of McDonnell was proper 
or improper. If McDonnell was too big to regulate ahd. | 
they didn't regulate it, -who cares whether it was too big? 
They didn't do it. That's the point. To ask him whether | 
qf it is his view, as he sits here tcday that some firms are | 
too big to regulate, even if they asked him in 1969, the 


question is what was done, not whether he felt, my gosh, I 


am On top of something I can't control. 


| 
' 
MR. BEEBE: Wall, the kind of thing I am trying | 
to prove, which I introduced some proof of is not the kind 
of thing people sit down and write convenient memos on where | 
they say we are just going to suspend enforcement of the ' 


rules and they are not going to enforce them as to McDonnell, 


and the subordinated lenders be damned. People don't do that 


e 


| 
Now, this next question is from the Dempsey Tegler ~ 
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transcript where he says at the top what that quote in 
there is rant to be, amd what it scat to be was that 
they were too big to liquidate. That is precisely what 
happened here, we say, and here is another admission -- 


MR. BROOKS: Did he say that about McDonnell? 


| 
| 
| 
| 
| 
| 


MR. BEEBE: -- by an officer of the exchange that 
their attitude that when firms got too big -- and McDonnell 
van one of them -- they were not going to liquidate them. or 
It all dovetails with what Arning said. But I don't — 
it by having some memo that says it straight out. 
MR. BROOKS: I think the way to prove what happened ! 

at McDonnell is to take the McDonnell facts in the documents 
and the testimony of the witness and ask the jury to draw 
conclusions from those McDonnell facts. 

MR. BEERE: That is the exact problem here, that 
the facts axe at best ambiguous, and they arue other in- 
ferences from those sane facts, so what we have got to do-- 

THE COURT: It doesn't say too big to regulate. 

MR, BEERE: That's right. 


THE COURT: And he even says that he is misquoted 


in saying "too big to liquidate." 


es ee ene Se emma 


je 


He says: "I have previously said that is incorrect. 
MR. BEEBE: "Too big to regulate." 


THE COURT: "Q Do you remember the phrase ‘too 


ad 
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big to liquidate," page 2522? 
"A I remember the phrase appearing in some government 
declarations and I previously said that it is incorrect. 
"Q I believe you indicated before you did not 
say too big to regulate. What you said was too big to 
liquidate, and what you meant was that some firms were 
too big to liquidate before you had the public money into 
—_ brokerage firms? 
“A. Ho." 
MR. BEEBE: And then the next page they finally 
get into an admission. The man does not admit things too 
readily, as your Honor is aware. That is the sense of it-- 
THE COURT: In order to change the phrase from 
“too big to regulate"to too big to liquidate? 
MR. BEEBE: Yes. That was the sense of the conver- 


sation. So we phrase the question to narrow it down to 


that very specific point, and that is the very specific 


point. 

THE COCORT: But you are now ali back an entire 
page and adding in “before you had the public money into 
brokerage firms,". 

MR. BEEBE: That is the part he denies, so I 
didn't ask him that. I am just asking him the last part, 


"too big to liquidate ." 
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MR. BROOKS: Why were you asking him about 
regulating? 
THE COURT: Why were you asking him about too 
big to regulate? 
MR. BEEBE: Because that is what he said. 
MR. BROOKS: He denied it. 


THE COURT: He denied it. 


| 
| 


Mr. Beebe, let's nad waste time. This is already | 
in Exhibit 86, which is already in evidence. | 
MR. BEEBE: I hope Exhibit 86 is as clear as | 
I think it is, because they seem to -- | 
THE COURT: He never incorporates “too big to | 
regulate." : | 
MR. BEEBE: But he does say “too bic to liquidate." | 
THE COURT: All right, we are down to that. | 
(End of side bar discussion.) 
MR. BEEBE: Mr. Reporter, would you be able to 
find how I started to chceie the last question? 
THE COORT: Why don't you put a new question. 
MR. BEEBE: All right. 
BY MR. BEEBE: 
Q Was it your position as an officer of the ex- 
change that some firms were too big to liquidate? 


A No. 


Bishop-cross 

Did you ever testify to the effect-— 

*. BEEBE: Perhaps we better wait. We are going 
to have a discussion at recess anyhow about this transcript 
anyway, to save time. 

THE COURT: Ali right. 

Q Sir, if several large firms -- in the first 
place, was McDonnell & Company a large firm, a medium size 
size or a small firm of the member firms? 

A Medium -- a largish medium firm. 

Q If several firms of that general size ceased 


business in the period 1968 or 1969, would that have had 


a substantial impact on the securities industry? 


MR. BROOKS: Objection. 
THE COURT: Yes, sustained as to form. 
Q Did you ever take a position, express a view 
as to the impact the failure of several firms of that size 
would have in 1968 or 1969? 
MR. abcess eiockian. 
THE COURT: Sustained. 
Q Would the failure of several firms of that size 
in 1968 and 1969 have had an impact? 


MR. BROOKS: Objection. 


As you are sitting right here. 
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THE COURT: I*. seems to me Exhibit 86 seems to 
have included this es and answer. 
MR. BROOKS: But not in 1968 or 1969. and I 
object to the word “impact." Impact on what? 
THE COURT: Yes, I sustain the objection. 
MR. BEEBE: I will correct it based on Mr. Brooks! 
objection. 
Q Would it have an impact on the securities in- 
dustry? 
MR. BROOKS : Objection. 
THE COORT: At what time? 
MR. BROOKS : im 1968 or 1969, 
THE COORT s He may answer. 
A Could I hear the question please? ft don‘t know 
what it is, it is so disjointed. 
Q Would you like me to put it again? Would that 
make it easier for sei ete do you want to answer it now? 
A 4 would: ike to know what it is. 
The question is -~ 


THE COURT: Mr. Beebe, look at the top of the 


second page of Exhibit 86. . 


Are you going to go beyond that? 
‘ MR. BEEBE: The question has been raised as to 


whether that was in operation as to McDonnell & Company in 


2256 | 


Bishop-cross 


THE COURT: No. Your question does not av beyond 
what is included in the top third of that pads. ">" praesent 
question. In fact, it is much more genera’. “xhibit 86 
is much more specific. 

MR. BEEBE: My present question is aimed at the 
period 1968 and 1969. I guess that is included in 86. 

. You see, my question is aimed at the 1968, 1969 © 
period to put to bed any question as to whether Exh b & 86 
applied to McDonnell & Company in that period. 


MR. BROOKS: I don't think the qestion is put to 


THE COURT: I don't think it does. 

MR. BEEBE: I think it ‘moves that along and if 
it gets an answer that is affirmative it would assist hn 
this regard. | 

THE COURT: No, I think it is ssikeaks too general. 

I am going to sustain the iAention, 
BY MR. BEEBEs 
Q Did there come a time in January, 1970, when the 
SEC conducted what is called a "net capital inspecticn"? 
MR. BROCKS: I presume you mean of the New York 


Stuck Exchange? 


A I don't remember January of 1970 as the specific 
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_time. They did it from time to tim. 

Q They did from time to time conduct-- it was | 

every few years that they would conduct .one of these net | 

‘ capital inspections? | 

A I don't really know anything that is known as | 

a net capital inspection. We spoke about an oversight | 

visit a day or two ago, and I assume you are talking about | 

the same type of thing. | 

Q No. I direct your attention to Exhibit 102 | 

at page 222. ) | 


A Which part? | 


ee cee eqn pe errr er 


Q The last full paragraph that ends on that page, 
not the one that carries over to the next page. 
A I don't see anything about that. Maybe I don't 


have the right paragraph. It starts with C, Beginnings 


<— 


of Financial Crisis? ; 
Q No, above that. 


THE COURT: Here(indicating). 


THE COURT: Just let him read the paragraph, please 
MR. BEEBE: Okay.. 
THE WITNESS: Now, what was the question? 

“ Q Do you recall that there was such an inspection 


at all about: that time? 


| 
| 
| 
| 
| 
| 
| 
Particularly the sentence-- | 
: 
| 
| 


Siig banoniceal 

I still don't recall it. 
Q Were you ever made aware of “a: report at 
or about that time? | 
A I don't recall -- you mean this report -- | 
MR. BROOKS: I object. | 
Q Yes, that report. | 
A XY read this report when it was originally anne 
f 
by someone -- | 
Q No, I'm sorry, I mean the report that is referred | 
to in the paragraph you just read. 


A That I don't recall. 


| 
| 
| 


Q Was your department in charge of enforcement of 
the net capital rule at the New York Stock Exchange at 
that time? 

A Yes. 

MR, BEEBE: I may have one or two more questions 
about 102. for identification, your Honor, but based -- 
that is the document we Sout were looking at-- but based 
on the testimony this morning and the particular passages 
I now reoffer: 102 in evidence. 

THE COURT: No, I exclude it. 

Q Did there come ui time on April 29th when the SEC 

wrote to the stock exchange concerning application and 


enforcement of Rule 325? 
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MR. BROOKS: Can you fix the year? | 

MR. BEEBE: 1970. | 

Q and I show you a document which had previously | 

been marked asl104. It is not one that emerged this wiieee 
A What is your first question? 

Q My first question is, did you: become aware of 

this document through routing or otherwise shortly after 


April 29, 1970? 


| 
| 
| 
| 
| 
| 
4 


MR. BROOKS: The witness was just shown a document 


: | 
This question is different. | 
THE COURT: We have a new question. 

| 

Probably. 


| 
MR. BEEBE: I offer that as the plaintiffs' next | 
exhibit in evidence. 

MR. BROOKS: I object, your Honor. | 


| 
i 
| 


THE COURT: Yes, objection sustained. 
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Q Do you still have that in front of you? I 
have one more question. On the last page there is a 
paragraph numbered 12. 
MR. BROOKS: Your Honor, since the witness 
has not testified to seeing this document and it's not 


in evidence, I think the proper way to ask the question 


Sac enn nnn ng a inasunedd litansmnatannnstneadtlltncan nent 


is to simply ask a question, without reference to the 
document. Then depending on whether the answer is 
one way or another, then perhaps reference to the document 
might be appropriate. ‘ ci 
THE COURT: That’s generally the way. 

@) Did the SEC, without reference to that 

document, in April 1970 nt 
| THE COURT: You had better come around here 

to the side bar ‘and tell me what question you are 


going to ask. 


| 
l 
i 
: 
i 
| 
| 
| 

| 

| 


(At the side bar) 

MR. BEEBE: There is a whole line and we 
might as well do all of them right now. 

THE COURT: What was the question going to 
be, did the SEC in April 1970 what? 

MR. BEERE: With regard to the exchanqe's 
interpretation of the rules and there arefurther letters 


to the same effect. 
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Now, the relevance of all this is that the 
SEC oversight issue was raised on Mr. Bishop's direct, 
ana it hovers as a kind of latent excuse somehow 
that they tried to interject in this case. The excuse 
being we told everything to the SEC, they didn't do any- 
thing about it and therefore it must have been okay. 

This shows just the contrary and I ought to 
have a chance to prove it. 

THE COURT: Mr. Beebe, do you argue, and 
forget the original oversight, do you argue that the 
exchange's minion -- I mean the commission's opinion 


of what the exchange was doing four months after 


McDonnell's demise is a statement of fact that the jury 


can consider on che issues of this litigation? 

MR. BEEBE: On the four months part, your 
Honor, think all of these go back to the '68-69 
time period. 

As to the iewnkes 

THE COURT: No, as toits competence to 
prove something here. This is a statement of opinion 
by people at the commission after the event, saying you 
didn't do this, that and the other and you should have 
done it. That would usurp the jury function, for one 


thing. You don't know the motives of the commission in 
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perhaps wanting to put everything off on the exchange 
where they are apparently caught in a two-way fiqht between 
themselves and Congress and possibly the exchange. I 
just don't see it. This is a sheer expression of opinion 
by a government agency saying you didn't do this, that 
and the other. 

MR. BEEBE: If it were some outside agency, 
diate would be one thing, like Ralph Nader. Tt saves it s- 
a summary of findings made by the staff. 

THE COURT: We have a sia here to make some 
findings. You want to substitute the exchanges 


findings for the jury's findings? 


MR. BEEBE: I don't know what I would do 


about this SEC oversight issue for one. 

MR. BROOKS: Talk about McDonnell — one. 

MR. BEEBE: This is the whole industry. 
This is how they = and weren't enforcing. This was 
what the SEC was getting mad about, and Concreas, that 
the exchange was not enforcing it that way. The Haack 
memo shows that McDonnell was one of the leaders that 
they weren't doing anything about. 

THE COURT: sate assume for argument's 
sake that the exchange was applying this rule miserably 


and the commission was getting all of these reports and 
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should have known that they were applying it miserably. 
Can you then say to the jury that you have to find for 
my clients because, look, here is where the commission 
itself said this stuff was miserable? 

MR. BEEBE: It's fighting fire with fire 
as far as that argument is concerned. What is Mr. 
Brooks going to say about this oversight? That's the 

ee I am faced with. 

THE COURT: He is going to argue we were 
doing our best and the SEC was looking in on this. 


MR. BEEBE: That's the part I find trouble- 


THE COURT: The answer to that certainly 


can be on this record that the SEC must have dropped the 


ball because here are the rules and .this is a violation 
of these rules. I don't care whether the SEC was looking 
or wasn't looking.. The rules were violated. 

MR. BEEBE: When the jury is given that 
poisonous testimony on the other side, I agree that the 
issue 100 per cent before this jury is what happened 
here with McDonnell and Company. They broucht it in 


about the SEC and I have to fight that. 


THE COURT: That doesn't open the door 


to a hindsight statement of opinion. 
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MR. BEEBE: That's why I'm trying to put 
in the case study, too. 

THE COURT: I usstain the objection to it. 

MR. BEEBE: I will have another one, which 
is the next document. ~ guess I will just offer it 
just for the record. 

THE COURT: Offer it on the same basis 
and for the record I will rule on it. 

MR. BEEBE: It's a little later after the 
Haack memo comes out. - In October the SEC chairman writes 
a scorching letter to the New York Stock Exchange 
president, who I tried to subpoena, by the way, but he is 
too far away. 

MR. BROOKS: You didn't ask us to tell 


you where he was and where you could subpoena him. 


MR. BEEBE: I asked for him. 


. 


So in any case, the next letter is by the 


chairman. 

THE COURT: Did you take Mr. Haack's 
deposition? 

MR. BEEBE: I didn't bother. We deposed 
42 peovle. I wish we had taken that testimony. I 
thought they would produce him when he was named in 


caption of the case, but they wouldn't do it. 
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In any case, I will offer the letter from the 
chairman and we will take a look at that. 
(In open court) , 
BY MR. BEEBE: 

Q I believe I will just go on to the next 
document. I show you Exhibit 105 for identification. 

A (Reading) 

THE COURT: : Same ruling. 

Q Going on to another area, I show you a letter 
that was offered on direct examination from T. Murray 
McDonnell to yourself dated November 19, 1970, Exhibit WWW. 

I would like to read a little from this. 


MR. BROOKS: I object, your Honor. When 


I tried tointerrogate the witness on this letter, and the 


response to it, Mr. Beebe objected and was sustained. 
I believe your Honor commented at that time that what 
relevance did she enforcement proceeding against T™,. Murray 
McDonnellhave for the events that had occurred nine or ten 
months earlier. 

MR. BREBE: That's not what I am aqoing to 
reid from.. I am going to read from this exhibit in 
evidence. 


MR. BROOKS: Same objection. 


THE COURT: The exhibit is in evidence. ts 
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that riqht? 

MR. BEEBE: Yes. They offered it in 
evidence and I would just like to read from va 

THE COURT: Are you reading it as part of 
the examination of this witness or are you just reading 
it because at this point it happens to be something you 
want to read? 
: MR. BEEBE: I would say in ail fairness, 


sir, it's both hecause they introduced the exhibit, which 


I had planne’ to introduce myseif. If I had introduced _ 


it I would have taken on the occasion of introduction to 
read it. But they didn't do it and here I am on cross. 
I want to read from it since it’s already in éetdnnen. 

I do have some questions to the witness about it, but I 
think that's the only fair way for me to do it. 

THE COURT: I don't remember the circum- 
stnaces when it went in that you buen’ & pemeieead to 
read from it. 

MR. BROOKS: I didn't read from it. 

THE COURT: I say, I can't place the circum- 
stances under which you were not premitted to read from 


the exhibit in evidence. 


MR. BEEBE: May I tryand refresh as we 
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stand here? Maybe I srould just summarize the circum- 
stances, as I remember. 
MR. BROOKS: I have the transcript 
begins on or about page 2072 and goes up two or 
pages thereafter. 
MR. BEEBE: T think it's better to start 
on 2071 with the question. 
He did read, on page 2070, he read right from 
it and I didn't object siete: 
(Pause) 
MR. BEEBE: 2069 was a place -- it's clear on 
2069 what the exchange was about. 
THE COURT: After you read this are you qoing 
to ask Mr. tintin any questions about his letter? 
MR. BEEBE: I am going ‘to ask him three 
questions. 
COURT: What are they? 
BEEBE: What are the three questions? 


COURT: ‘What would they generally 


encompass? 


MR. BEEBE: They relate to when McDonnell 


& Company was permitted to continue in operation 
despite violations, they relate to McPDonnell's size, 


and they relate to the special trust fund. 
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THE COURT: Well, none of these have anything 
to do with this letter. So you may ask the questions 
and I will reserve the reading of the letter for your 
summation. 
MR. BEEBE: All right, your Honor. 

@) Mr. Bishop, is it your position that the 
exchange permitted McDonnell & Company to continue in 
operation despite its violations only in 1970? 

MR. BROOKS: I object. 
THE COURT: ‘No, overruled. 


A It doesn't seem to be a very clear 


question. The way it reads, we permitted McDonnell to 


continue in business for 30 or 40 years. 
THE COURT: Mr. Beebe, you better rephrase 
your question. 

. You testified on direct examination that 
there was a‘time in 1970 when there was poncaeenal 
application of the rules as to McDonnell & Company. 
That's what I am referrind to. 

THE COURT: Tha’s correct. 

A What is your question? 

Q My quetion was was it only in 1979 that you 
made the non-normal applications of therules as to 


McDonnell & Company? 


SOUTHERN DISTRICT COURT REPORTERS, Us COURTHCNISF 


(LOO NO CLEC AT ONCOL AA AALS | 


Bishop-cross 2269 

A I believe that's correct. About six weeks, 
in March or something like that. 

Q How many customers did McDonnell & Company 
have at thatpoint, when, I believe, it had only three 
ey 

A I think it might have had as much as 
20,000 left over from the branches i:hat had been closed. 
It didn't have very many that were still active. 

Q It was down to three branches, was it not? 


A I don't remember if it was three or one by 


19] And when it actually closed its doors 


on March 13, 1570, how many customers did it have? 


A ‘I’ just’ answered that. 

‘ That was the 20,000? 

A Something in that neiqhborhood. I think 
I answered that several days ago and me that the 
20,000 or thereabouts, many of them were just left over 
pieces of accounts that hadn't heen delivered yet. 

Q Were they de.ivered out before the ifquidation 
proceedings started? 

A Virtually all of them. 


Q How many of them were left to be handled in 


the liquidation proceeding after the others were delivered 


Bishop-cross 


MR. BROOKS: There is no foundation for the 
question, so how is the witness competent to know? 

MR. BEEBE: The witness was certainly in 
charae of this operation. 

THE COURT: Put another question. 

Q The question is on the size of the firm when 
it was actually dosed down, the last day, and after 
the accounts were delivered out how many customers were 
there at that point? 

A After the accounts were delivered out? 

Q Yes. 

A None. 

@) Who made up the body of customers who made 
a claim against ‘the special trust fund? 

A I don't believe any -- 

MR, BROOKS: Objection. Rs ncaa lon for 
this witness to answer chek question. 
THE COURT: Sustained as to form. 


MR. BEERS: The witness testified, I believe, 


as to the amount of payments that were made by the 


special trust fund with regard to McDonnell & Company 


customers. I am trying to find out, just for clarifi- 


cation, if you will, how many customers there were. 
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THE WITNESS: I don't recall that. I don't 
know that we ever counted them. Many of those customers 
were getting their own property back. They didn't get 
any assistance from the trust fund. 

THE COURT: Mr. Bishon, do you have any 
idea of how many customers were paid out of the trust 
fund? 


THE WITNESS: No. 


THE COURT: There is a list, I assume, 


somewhere? 
THE WITNESS: I doubt that there is. Lt 
was eon complex to keep a list. 
THE COURT: Somebody had to account for it, 
didn't they? | 
THE WITNESS: There might have been a list of 
people who qot checks for cash. When we bought 
securities, for es we didn't eaaliy know in all cases 
with trust fund money or with their own money, the 
firm's money. Liauidation is very a We 
didn't try and keep a special checking account for the 
items the trust fund paid. 
Q Let me ask you, without being any more precise 
is it fair to say that the liquidation would have been 


& 


much more complex in January 1969 than it ended up being 


._Bishop-cross 

in March 1970? 

MR. BROOKS: I object. 

THE COURT: No. Overruled. 

Go ahead. 

Would it have been more complex? 

You hesitate -- 

THE COURT: Mr. Beehe, leave vour question 
oi the floor for a moment. 


(Pause) 


A That's very difficult to say. I don't know 


that I have an opinion on that. 
Q I am going on now to the question of stock 

exchange issued an annual report for the year 1970. 
I show you eehibin 106 for identification and 
ask you if that is the exchange's annual report for 
year. 

It appears to be a Xerox of Le. 

MR. BEEBE: I offer that. 

MR. BROOKS: I object. 

THE COURT: Ladies and gentlemen, “ will 
take our luncheon break now. 

You may step down, Mr. Rishop. 


(Jury leaves courtroom) 


THE COURT: Now, what is the purpose of tis 
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offer? What page or pages do you really want to use 
as part of this record? 

MR. BEEBE: There is a page 3, I guess, if 
you count the cover as the first page and it has a 
heading, “The end of an era," and I will read it. 

“In a sense we have come to the end of an 
era. This industry will never be the same as it was 

’ before 1968 and perhaps that is just as well. The day of 

the casually menaged brokeraqe firm is over. A tolerant 
or uninformed ger deude toward inefficiency has no place 
in the securities business *hat has survived the recent 
floodand the drought that followed in its wake." 

That's it. 

THE COURT: That is her you want? 

MR. BEEBE: That's what I want, your Honor. 


THE, COURT: Ji3st that one paragraph? 


a 


MR. BEEBE: . That's right, your Honor. 


will take those first ~hree pages -~-- 
MR. BROOKS. Those are fine sentiments, 


your Honor, but I Jon't. see how they relate to our law- 


suit. 


MR, BEEBE: It's an admission by the exchance, 
, going back to 1968, abert *a tolerant or uninformed 


attitude.” 


NS Ie 
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THE COURT: I will think about it over 


the luncheon recess. 
2 o'clock. 


MR. BEERE: Sir, should we talk at some 


point about the various things we put aside, about the 


Dempsey transcript, +? -uestions [ was pursuing? 


THE COURT: I will look at that as well. 


(Luncheon recess) 
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2 P.M. 
(In the courtroom in the absence of the jury.) 
THE COURT: Now ’ am gOing to rule out 106. I 
considered it over the lunch hour. 
MR. BEEBE: Excuse me, which was 106? 


THE COURT: That is the stock exchange report for 


Now, what is it that you want from the exhibit 
which is the exhibit Dem-sey-Tegler testimony of Mr. Bishop? 


MR. BEEBE: There was a gathering of several things, 


Taking them in sequence -- could we have Mr. 


Bishop step out? 

THE COURT: Yes. Mr. Bishop, would you step 
through the door please. 

(Mr. Bishop leaves the courtroom.) 

MR. BEEBE: I hate to ask that every time, but 
I just don't know how aie bn bee 

At the bottom of page 2481 at the end of that 
paragraph he said ts that sworn testimony very clearly: | 
“If member firms‘ capital could be improved in the way 
that public ownership would permit that our staff would 
ther turn 180 degrees +: wanting to strengthen the capital 


rules, which we did." 
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He denied having said that. 


Now, I have a sworn statement that he did say 


MR. BROOKS: Your Honor, that is not what he 
testified to this morning. Mr. Beebe asked him something 
about a meeting in Diceiex of 1969. Then he said: "Do 
you recall saying that at the meeting?” 

MR. BEEBE: That's right. 

MR. BROOKS: Mr. Bishop said "No, I do not." 


MR. BEEBE: That's exactly right. 


Then I put this in evidence to establish that 


he did, indeed, say it, and I put it in because it comes 
_ straight out the transcript of another trial where he 

testified under oath, unlike other things we have, your Honox, 
where Mr. Bishop questions whether he was correctly quoted | 
or not, here we have his sworn testimony -—- 

THE COURT: Where does this tie in with the-- 

MR. BEEBE: The earlier line? 

THE COURT: No, that particclar meeting. 

MR. BEEBE: Back on the first page of the exhibit, 
sir, 2479, 

Then they read a statement to him which comes 


straight out of the case study. That is Mr. Augustine 


reading. 
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And then they have the footnote which he denies 


that it is accurate. 

And then they ask him about the substance of 
it, and finally they get that concession out of him at 
2481 that that is his version of what he did say. 

| MR. BROOKS: Your Honor, not at that December 
meeting. That has iothing to do with it. We leave the 
' December meating: at the bottom of page 2479. 

MR. BEEBE: Well, the way I read it, the December 
meeting was talking deett Ate being quoted, or, he says, 
misquoted. 

He further stated that once public ownership 
was approved and pnt into effect for membe firms the 
staff would shift their position 180 degrees on the inter- 
pretation of the exchange 's net capital rule. And then 


he concedes that at sone point, whether it is the December 


meeting or September meeting, he did say that, that's all. 


THE COURT: So he said it, then what? This has 
to do with 4f there was public cwnership of member firms. 

MR. REERE: Right, and the point there, your Honor, 
is that he was being pressed, and he was eteetive in turn 
in 1969 to get public omership, and he said, "I will give 
you « quid pro quo. If you will give me -- if I can get 


public ownership then I will turn 180 Gegrees and I will 
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enforce things; I will strencthen the enforcement of the 
rule." 

MR. BROOKS: Tt doesn't say enforcement, enforce~ 
ment of the rule itself. I think it goes on in the transeri 
to say that they subsequently reduced the maximum ratio 
to from 2,000 per cent to 1,500 per cent. That's after 
the demise of McDonnell and has nothing to do with our case. 

MR. BEERE: 1 think what we are arguing is 
more of how one interprets what he said xather than whether 
or not he did say it. If you were referring, sir, to the 
case study, 102, it is on page 221, the case study, that's 
where it all begins. , 

va COURT: You have lost me. 

MR. BEEBE: At 221 of the case study he is quoted 
and he says not completely accurectely, that the exchange 
was under great pressure to interpret the rule as loosely 
as possible, and that the exchange would shit their wiidtiol 

"180 degrees on the interpretation of the ex:change’s net 
capital rule if they got public ownership. 

THE COURT: He says he is atseuneds I gather, - 
on the word “interpretation”. 

MR. BEEBE: Well, what he thinks he was being . 
misquoted on — he never adopts the first part of that 
sentence in the testimony they elicited out of him in: 
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‘Dempsey-Tegler, the first part being they were under 
pressure to interpret the rule loosely. I have not been 
able to verify one way or another what if anything was 
said along those lines, and he does not help us as he 
pits here. ‘But the latter part he did adopt on page 2481 
of Dempsey-Tegler. 

THE COURT: He said it would strengthen it. Hot 
‘a question of interpreting it; it would strengthen it. 
MR. BEEBE: He eons turn 180 degrees in wanting 
to strengthen it. 

THE COURT: Yes, wanting to strengthen it. 

MR. BEEBE: And as I read that, 180 degrees in 
the other direction is not wanting to strengthen it. 

THE COURT: Not wanting to change it from what 


it was. 


‘MR. BEESE: 180 degrees to me means the opposite. 


® 


THE COURT: That's correct. 


MR. BEEBE: And the opposite of strengthening is 


weakening. 


THE COURT: Not necessarily. The opposite of 


strengthening is leaving it as it is. 
MR. BEEBE: I think the jury might find that 


he was saying that they were not enforcing it vigorously 


at that point. 
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THE COURT: Well, I will let you examine in this 
area but I am not going to let you put in the deposition 
as an exhibit. 
MR. BEEBE: It is not a deposition; it is —— 
at trial. | 
THE COURT: Testimony in Dempsey-Tegler, 103, 
‘and I don't want you to read into the record any testimony 
that he has heretofore stated that he rejects. 
MR. BEEBE: I believe,your Honor, that I never 
did that this morning. The time when you interrupted me 
I was about to use the word “liquid” not “regulate.” 


THE COURT: Okay. 


preserved questions which we might as well address ourselves 


to right now. 


MR. BEEBE: Now, while we are on this, we also | 
| 


On page 2532 and page 2533 is his testimony 
saying "I didn't say ‘too big to regulate '; I said ‘too 
big to liquidate.‘" 


THE COORT: Yes? 


EE A ST $ ERL 


MR. BEEBE: And I don't believe that I was able 
to pursue the questioning in that area. : | 

THE COURT: I thought you had. 

MR. BEEBE: I had? All right. 

THE COURT: i thought you had. 
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MR. BEEBE: All right, let me bow out of that one. |: 
And the final one I know I didn't get to pursue 
is 2538 and 2539. 
You see, he was talking specifically about 
“McDonnell. They, of course, having Exhibit 86 with them 


out there, and they were asking about these three, iain | 
: | 
Dempsey and Blair, and they asked him, and that is where | 


a Gee thee ieee of Grectincing frcu. 2066-40 2469 de whet | 
he said out there. : | 
You wer’, saying to me this mor. -g, sir, well, 
- doesn't Exhibit 86 say the same thing. 


I agree with you, I think it does, but I have 


Ai cet i Rtinionanittamenetis ent whinkntrnain a tite 


heard many arguments on the other side, and Exhibit 86 
1 and his testimony seems to try to limit the action of 
McDonnell & Company to those few months in 1970 -- 
THE COURT: That is what he said as to their action. 
MR. BEEBE: That is what I say is contradicted. 
THE COURT: This has to do with the impact ies 


country, which is something entirely different. 


Sa ee ee See 


MR. BEEBE: I think it is contradicted right here 


‘because what he is. saying here 43, way back in 1968 if 


= 


put under, it would have hed a substantial impect, i.e., 


we were motivated at that point in 1968 and beginning of 1969 


senantnadhesi ition insssaaih itann  na i, eli 


| 
| 
these companies, the three companies of this size, were | 
i 
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not to put them under, not to enforce the rules, und that's 
exactly the point that I am trying to hammer home, and I 
submit this he*ps, substantially. : 

MR. BROOKS: It takes quite bit: offixing,-your 
Honor, to get from this quecte to where Mr. Beebe ended up. 
He is not even talking about thease three firms in question. 
He is talking about any several large firms. 

MR. BEEBE: I couldn't differ more. This exhibit, 
the scenebivk of the Dempsey-Tegler trial, on the bottom 
of 2538 says: 

If Dempsey, MeDonneil and Blair went under--— 
and he asked him only about 1969 — 

"Did you believe there would have been chaos 
in the industry? 

“Yeo. 


“Did you believe that in late 1969?" 


Well, he gays in his other trial where there were 


. Gifferent isuues,. "I don't know whether I tied myself 
down to three firms in the specific period. I certainly 
did belleve if Ir said several firms ceased doing business 
‘n 1968-1969, it would have a substantial impact, perhaps 
cause a national financial panic." 

That's what motivated him and the exchange to 


act and not to act, tie end of 1968, the beginning of 1969, 
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That's what I am trying to prove to the jury. 


MR. BROOKS: I think it just makes the point 


I just attempted to make. HW is not talking about three 


firms; he is not tying him down. He is talking about if 


: several large firms cease doing bi iness in that period. 


MR’. BEEBE: The McDonnell Company was a medium 


to large firm and was ene where they finally did act by 


their orm admission in that way, in Exhibit 86. This is not 


somes hypothetical out of the blue; this is right in this 


industry in this area in this country. 


THE COURT: Let ms get hack to that after a 


couple of minutes. 
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(Jury present) 
ROBERT M. BIS HOP resumed. 
THE COURT: Go ahead, sir. 
CONTINUED CROSS EXAMINATION 
BY MR. BEEBE: 
Q Sir, I hand you Exhibit 111 for identification, 


which I believe was produced by your counsel pursuant 


ec 5 NA ALD: LES ONL AL LL 


“ the request to go to the SEC files; is that where this - 
came from? , 

MR. BROOKS : Mr. Bishop's secretary 
undertook the search. I understand that's where 
she found that. {It's hearsay, your Honor. In any 


event, it's here. 


| 
1 
t 
i 
i 
‘ 
{ 
j 
| 
t 


1@ Can you shed any light on why this wasn't. 
produced before?) That's really my question. 


A No. 


cece ecm 


MR. BEEBE: I offer 111 as the next 
exhibit. 
MR. BROOKS: I don't have an objection to it 


coming in, your Honor. I note Mr. Bishop hasn't 


el 


identified it yet. 
It can go into evidence. 


(Plaintiffs' Exhibit 111 was received in 


evidence) 
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Q Sir, was this part of the material that 
the stock exchange sent down from time to time to 
SEC about McDonnell & Company in 1969? 
A I think this was pursuant to a specific 
request, but it was in general, yes. 
MR. BEEBE: Can I read a little from this? 
THE COURT: Yes. 
Q It is from Mr. Cunningham. He was a vice 
president of the exchange, was he not, at that point? 
A. Executive vice president. 
Q To the chairman of the Securities and Exchange 


Commission, October 30, 1969. The attachment is 


a 
{ 
| 

of 
| 
: 

1 
| 


headed McDonnell & Company . First heading, basic 
first oe. 

*“pectinine volume and substantial expenses 
from a new computer system which did not work caused 
operating losses which resulted in ee violation." 

Then. under iene describes the proposed 
new computer system requiring more sophisticated 
hardware in April 1968. 

“During 1968," it says on the top vf page 

'2, “The corporation incurred additional expenses of some 
..$1 million incidental to the undertaking of conversion 


» . 


to the system with result in impact on earnings and 
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hence on capital." 

-Page 3, "In retrospect it is apparent that 
the death of the firm's vice president in mid-1968 and the 
illness and subsequent death in 1969 of its operations 
vice president created a serious lack of decision 
making in the firm." | * 

The executive vice president refers to -- 
do you know who that was, sir? 


A Sean McDonnell. 


i 


Q Page 4, "While the corporation had anticirvated : 


that the loss for September would approximate $725,000, zt 
i 

has been reported that the actual September loss was approxit 
- 

mately $1,500,000." This is 1969. 


Do you have a copy of Exhibit 86, sir, the 


ne 


special membership bulletin there? 
A Yes. 
Q That's the tag copy. 
A Yes.. | 
Q This is Mr. Haack's memorangum. 
Sir, on the top of pace 2 when describing 


McDonnell, Dempsey Tegler and Blair, it said that 


ee AAA MERE A ECC ALG LORE te 


they had a total of 165 customer accounts. 


How many of those were McDonnell'‘s? 


ceca = 2 meee 


You are not accurate. 
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165,900. 
Okay. 
Q How many were McDonnell's? 


A I don't know what fiqure we were using fer 


¥: 
. ‘ * 
se a tanner ttc ace ne li lili tr ett nnd teenie aaah te nd 


McDonnell in that total. At various times they had 
different numbers of accounts. I don't know what -- 


which one we were using in that instance. 


ttn Ainae the ata ® tetindn be 


Q Looking down the page where it talks about 


how this had been a scaled down approach and it shows 
accounts on 165,000 to 90,500. 
7 Do you see that? 
A Yes. 
Q My question is: Did the 165,900 represent 
the high point of the number of accounts that they had? 
A That’ is probable. 
Q . ‘Terning, sir, to the second page of the | 
_ exchange report that is attached, under method of regula- | 
tions, paragraph.1l, it ee | 
: “Restrictions. The policy of restrictions | 
on the business of firms and operational trouble begun | 


in April 1968 was. unprecedented. It was the key 


of 21 possible restrictions ranged from bans on advertising 


% 


and promotional activity to fixed limits on the number of 


weapon in attacking the paperwork problem. The scope | 
| 
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orders that could be written both for public 
customers and firm accounts. Most severe were 
restrictions barring a firm from accepting any order 
which would bring in new customer funds or make it 
necessary to deliver securities to the firm.” 

Do you see that, sir? My question is: Were 
any of those 21 possible restrictions of the kind that 
were named there or any other kind imposed on McDonnell y 
Company between the time when the hori l rest2ictions were 
Lifted in 1968 ane January 15, 1969? 

A No. 

Q Turning to the ‘last vaqe, “During these 
three crisis years the exchange has used a variety of 
new rules and surveillance methods tempered by the 
practical business judgment of its staff and governing 
board in an attempt to cope with the probiems chat 


x 


resulted from the historical volume upsurg® in 1968, 


'69 and the relentless profits squeeze in the past year." 


° 


Sir, what role did practical business 
judgment have in the exchange's application of its 
regulatory function? 

A Numerous. 
Q Would you be specific, please, sir. 


Well, we mentioned several here in this trial. 
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_ Por example, the -- whether or not a particular tax 


ee 
refund should be given capital credit, whether or not 


a particular kind of trade date basis should be given 
credit in the arbitrage matter we have discussed, things 
of that kind. 

Q Was this practical business judgment 
application communicated to the plaintiffs before they 
made their investment? 

MR. BROOKS: I object, your Honor. 
THE COURT: Yes, sustained as to form. 

Q Was there any communication to the plaintiffs 
concerning those steps taken by the exchange before they 
made their investment? 

A As to what others did, I have no knowledae. 
As .tothe exchange, I have alrezdy said that we had no 
communication with them. 

o- Turning back, sir, to the pire or perhaps 
you don't even have to ae to. it’-- 

A What page? 

Q The third page of the attachment to that 


exhibit about the exchange finding itself facing 


situations where normal application ofthe rules would 


have meant possible loss for thousands. 


MR. BROOKS: I object. It mischaracterizes 
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the language. 


MR. BEEBE: I have to key into the language. 


THE COURT: The bottom three lines on that 


page. Put your question. 


| 
| 
a Q ty question is: Was that reference to not | 
having normal application of the rules in those situations 
the same thing as the practical business judgment that is 
eeaned to on the last page? | 
A NO. | 
MR. BROOKS: I object to the question, your | 
Honor. It says not having normal application inthe | 
rules. The language reads what normal application of the | 
rules could have meant, it doesn't say there was in | 
this document. : | 
THE COURT: To the extent that it is | 
; 
applicable, the witness said the answer to that question | 
is no. I'll leave it stand. | ; “ | 
Q Going, sir, to the top of the second page | 
of the exhibit where it talks about allowing a few 
major member firms to continue in business despite | 
critical paperwork and capital problems. 
Coulda the exchange urder its rules have put 
McDonnell & Company out of business at the tim eof 
the critical uetiies and capital problems that were 
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referred to there first arose? 
A It's a very complex question. I think my 


answer is in my opinion, no. 


Q Can yer explain what the statement meant 
that the exchange -- what the question meant, "Question 
often asked is why did the exchange alicw" -- the word 
is allow -- "a few major member firms to continue in 


- business? 


oe meee me 


MR. BROOKS: Where are ye: reading from? 
MR. BEEBE: Top of the page. 


THE COURT: Pag3 2 of the entire exhibit, 


| 
| 
| 
| 


Mr. 
Can you answer that question, sir? 


I haven't heard a question. 


THE COURT: Put it again. 
MR. BEEBE: Certainly. 

Q The sentence on top of the nee reads or 
starts, "Question often asked is why did the exchange 
allow a few major member firmsto continue in business.” 

My question is, can you explain what that 
meant? 

MR. BROOKS : I object, your Honor. Te 
he's, asking him to explain why nameone asked the question, 


* 


I don't think the iwtness or whoever wrote these first 
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few pages is competent to explain why those questions 
were asked by some other people. 

MR. BEEBE: I believe that the witness 

testified at transcript page 2056 that he -- 

THE COURT: No, please. 

MR. BEEBE: -- he participated. 

THE COURT: Let's not argue these colloquies 
to the jury. 

What is the page number? 

MR. BEEBE: 2056. I don't mean it in some 
other case, I mean in this case. 

MR. BROOKS: I agree the witness testified 
that he prepared all but the first two pages. 

THE COURT: I think he reviewed the first 
two pages after they had been prepared. 

MR. BEEBE: Fer correctness. 


MR. BROOKS: Looking at the language 


Mr. Beebe is now.®cusing, it reads, a question often 


asked is why the exchange did a certain thing. All 
that tells us is that they have had some inquiries 
_from others. 

THE COURT: I see what you aer saying. 
sustain the objection. 


2) The last question, the last statement in that 
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same paragraph while you have it in front ef you, is 
“In each case the exchange allowed continued operation 


under increasing regulation pending a scaling down of 


business and reduction of paperwork hacklogs to 


manageable proportion." 
My question is: What was meant by that in 


terms of whether or not the exchange could put the company 


- gut of business due to the very critical panerwork and 


capital problems that are referred to in that sentence? 

MR. BROOKS : I object to the form of the 
question. 

THE COURT: In the interests of getting on, 
let's see what Mr. Bishop can say. Can you answer? 

THE WITNESS: Since it isn't put in the 
sontext of McDonhell & Company, I don't think it's 
a very answerable question. 

MR, BEEBE: Your Honor, I subm't that's not 
a very fair reply in that cone I am definitely 
talking shout McDonell & Compan y and so is all those 
sentences. 

THE COURT: | I am going to sustain the 


objection to the form of the question. 


“ Do you want to put it again and build a 


* 


foundation, please? 
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MR. BEEBE: Very well. 
I'm going to proach it a little differently. 
Were the critical paperwork and capital 
problems that are referred to in there with reqard to 
McDonnell & Company, did those amount to violations of 
the exchange's rules? 

A At some times. At other times no. 

Q Dia the exchange issue any public announcement 
that it had decided to allow McDonnell & Company to stay 
in business despite its critical paperwork and capital 
problems? 

MR. BROOKS: I object. 


‘ 


THE COURT: Yes. What is the purpose of 


this tangential question? 


MR. BEEBE: I submit, sir, it's right on the 
point of when they made this decision, whether they 
communicated it to specifically our erieats or in any -- 

THE COURT: ven haven't established the 
time.of it. You haven't established any time as to it 
except to the extent that he says that the non-normal 
application of rules began in January of 1970. That's 
the only time it's been mentioned. 

MR. BEEBE: I believe the memo itself goes 


back to -- 
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THE COURT: I know. “We are talking 
about a specific paragraph now. 
MR. BEEBE: The specific paragraphs also 
did not mention time, sir. 
THE COURT: Why don't you ask him. 
MR. BEEBE: All right. 


Q Within the tims frame involved in this suit, 


gir, at any time between, say, 1968, the beginning of 


'68 to the time McDonnell went under, March 13, 1970, 


é ee 


ig 
» 


did the exchange issue any public announcement to the 
effect of that first paragraph which is that the exchange 
allowed McDonnell & Company to continue in operation 
despite critical paperwork and capital problems? 

MR. BROOKS: I object again. 

THE ‘COURT: Sustained.° T don't see that is 
getting where you want to go. 


MR. BEEBE: I want to know if he told our 
eitenve ches had: done this. 

THE COURT: Why don't you ascertain, A, 
what they are doing and then ask whether he told your 
clients. He said now that some of the paperwork was 
a violation, some wasn't, some of the capital problems 


was a violation, some watn't. We have nothing pinned 


down, and then you ask if there was a public announcement 
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MR. BEEBE: Or an announcement. I will 
withdraw the public announcement and just say an announce- 


ment to our clients. 


THE COURT: You have to get some time 


a oP 


established here and tie it up specifically to whether 


- een <A et At LOL LAA: LLL, 
* 


these were violations or were not. violations so we have 
something to work with. : 
MR. BEEBE: Let me do it differently because 


I think I know what the answer is. 


fe) Looking at Exhibit 86, was there any prior 


se alee A es St Ne A AC LNA OCT 


announcement before the date of this exhibit of the contents 
of that? 
MR. BROOKS: tf object,your Honor. 
rie COURT: Yes, sustained. , 
Q Was McDonnell & Company -in late 1968, early 


7969, up to January 30, 1969 able to settle its 


, 
om | 


Cy 


transactions int he ordinary course of business? 


A Yes.., 


seit atta tates nN eee 


Q Did there come a time when it was unable to 
settle its transactions? 

A I don't believe so, until after they were put 
into liquidation. 

2 Is it your position. sir, that the 


new capital which cave in at the end of January and early 
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February 1969 took McDonnell & Company out of capital 
violation? : 

MR. BROOKS: I object to the form of the 
question, your Honor. 

THE COURT: Do you understand that the 
fact that the new capital came in at that time remedied 
the capital violations situation? 

THE WITNESS : We b elieved it did at the 
time. 

What is’ your belief now? bid it? 

A I‘m not: sure. I remember that a later 


examiner's report cast doubt on a period somewhat after 


the audit date. I'm not sure whether it ran up to the 


date you are asking about or not. 

.@) Do you know of any exchange analysis that 
showed McDonnell & Company to be under even the 2000 per 
cent limit at any time from October 31, 1968 to July 31, 
1969? I'm talking about me of dates. You understand 
wiat I mean? 

MR. BROOKS: I object to the form of the 
question. 

THE COURT: Overruled. Go ahead. 

A I don't think the question was complete. 


* 
* 


Could you read it back and find out? I don't think 


Bishop-cross 
hed a question. 
THE COURT: — Would ow wand it back. 
(Question ane 
A i do understand what you ee 
Q Yes. What about the earlier part of the 
question? Do you know of any exchange analysis? 
A I don't remember them. 
Q I show you copies of the analyses, the top 
one happens to be the latest, that have been marked in 
evidence. Particularly I'm giving an in chronological 
order Exhibits 37AA, 49. 74, 20, 22, 238 and EEE. The 
character memorandum may be in there, too, which is Exhibit | 
g3. : 
MR. BROOKS: | Your Honor, don't all these 
exhibits speak for themselves? The question was did 
Mr. Bishop know of any analysis which showed a certain 
thing. - 
: MR. BEEBE: I think these may help him. 
I would also like to show him Exhibit 107 for identifi- 
cation which.may help remind him of the answer to that 


question. 


MR. BROOKS: I object to 107 being used for 


any purpose. 


MR. BEEBE: I would like to know what the 
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objection is. 


MR. BROOKS : It appears to be a document 
prepared by yourself, Mr. Beebe. 

MR. BEEBE: It was prepared under my 
direction. 
THE COURT: At this point w ‘ll not use 


107. 
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Q Now, the pending question -—- perhaps I will pose 
it again to give yon some direction -- do thosevexhibits 


remind you that, in fact, there were no computations by 


the exchange between those dates that showed McDonnell 


& Company to be in compliance with the net capital rule? 
MR. BROOKS: I object to that. 
MR, BEEBE: I believe it is perfectly acces. 
THE COURT: Let me hear that question Mr. Reporter 
(Question read.) 
THE COURT: You may answer. 
No. 
No in the sense that they don't remind you? 
A Correct. 
Q Do you know, 2s you sit here, of any computation 
that did show McDonnell & Company in compliance between 
those dates? 


A I have already answered that question with a 


MR. BEEBE: Now I would offer, your Honor, 
Exhibit 107 for the sole perpose of having an aid, as our 
chart is, showing from the trial exhibits what it shows. 

MR, BROOKS: I object. 

MR. BEEBE: These are all exhibits that are in 
evidence, not anything else. 
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THE COURT: I am going to withhold ruling on this 
for a day or two until Mr. Brooks at least has had a 
chance to check it out to see if it represents what you 
ee it does. | 
- MR, BEEBE : I can give him « spare copy, then, 
to mark up. 
'. BY MR. BEEBE: 
Q Did McDonnell & Company have a profit for the 
year 1968? : 
B That was my understanding. 
Q - I show you Exhibit 98 which your counsel 
furnished to us last Thursday. Was that the basis of your 


understanding? It was only marked for identification 


A That is consistent with my understanding. 
MR. BEEBE: I offer 98 in evidence now. 
MR. BROOKS: No objection. 
(Plaintiffs* Exhibit 98 received in evidence.) 


The profit here -- 


ee athinen ith ten Mt ine AE to, 


THE COURT: Why don't you read it to the jury? 
MR. BEEBE: I believe the profit figure shown 


here is 461,684 for the year 1968 before taxes -- 


ean eee A tb ‘~ 


| 
| 
| 
| 
| 
| 
| 
| 
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MR. BROOKS: No, your Honor. It is after taxes. 


MR. BEEBE: Refore and after is the same for 1968. 


ts saci 9 te oie 
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| MR. BROOKS: The bottom line is the same. 
MR. BEEBE: dntcce and after are both the same 
thing as far as taxes are concerned. 
BY MR. BEEBE: 
Q Now I show you a document which is part of 
“Exhibit 16 in evidence and ask you what that shows. 
Am I correct that that shows that before inn 
the profit for the first eight months of 1968 is $1,595,862? 


A That's what the schedule says, after taxes, 


$950,000. 


omens 


NT I 


Q . And before taxes the figure is mentioned. 

Now, did McDonnell & Company -- ‘Sie that remind 
you -- this is some testimony I asked you about last | 
Thursday -- does that remind you that McDonnell & Company | 
had a loss of $1,134,178 before taxes in the last Sane | 
months of 1968? , | 

A No, it does not remind me of it. 

MR. BEEBE: Could I have a brief moment at the | 
side ber before I pursue this? This is just about my last 
line of questioning. 

THE COURT: Yes. 

(At tha side bar.) 

MR. BEEBE: There is another case cziied Mark 
v. McDonnell & Company. The exchange was in this, I don't | 
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know how far in, but they were in it for a long time. 
These were answers a by McDonnell & Company. It 
shows the mmthly losses for the months of September through 
\ Recenter and also January and March. 

Those figures, according to our computation, 
add up to the same after tax figures ag are in the documents 
we have there. 

| I would Like to introduce this in evidence, but 
I want to do it in a delicate way. 

THE COORT: Well, it can go in against McDonnell 
-& Company, but how does it go in against the exchange? 

; MR. BEEBE: The reason I was going to do it with 
this witness is I was going to ask him questions along 
- this line: 
Were you ‘eee of Mark? 
: pia ae go out and testify in that case? 

Were you following them? 

Did you Haein this claim at one point? 

Is the information accurate? 

MR, BROOKS: The answerswill be no. He had’ 
nothing to do with Mark. We were named as a defendant 

but we did not participate. 

In Mark, your Honor, the plaintiff, Mr. Mark, 


got a motion for summary judgment cranted ayainst McDonnell «& 
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Blue Sky Law, selling Mr. Mark some common stock without 
complying with the State of Illinois Blue Sky Law. 

MR. BEEBE: I thought Mr. Bishop or Mr. Brooks 
might have ee this document at that point ané would 
show all these losses I have been trying to show. 

THE COURT: Apparently woke 


MR. BEEBE: Apparently not. 


Company for thei violation of the State of Illinois J 


MR. BROOKS: I can tell you, if it reached 
Milbank Tweed it certainly never went to Mr. Bishop. There 
was no reason todo that. 


| 
| 
against McDonnell & Company. | 


| 
| 
| 
| 
MR. BEEBE: I guess I will just have to put it in if . 
1 
MR. BROOKS: I don't know why you are putting it in] J 
There is an exhibit already in evidence compared to this | 
exhibit which shows the same thing. | 

THE COURT: Does it make any difference? 

MR. BEEBE: t will tell you what I will do. 
I will just offer it in evidence against McDonnell & Company 
only. 

MR. STEIN: I think there has been no foundation 
for the document, and there is no testimony showing that 
anyone in this room sen taneets to the sponsorship of 


the decument. 
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MR. BROOKS: This is not even a certified copy. 

MR. BEEBE: I came up here because I wanted to 
do it ina delicate way. 

THE COURT: Are we arguing about anything 
fundame ntal? 

MR, BEEBE: I think that question applies to 
both sides. - 

MR. STEIN: What is the offer of proof? 


MR. BEEBE: The offer of proof is that it shows 


the loss against the company, pure and simple. 


Let me just put it in now just to get it over 


with. 

MR.. BROOKS: No, I object to your putting it in 
now. It is technical, yes. 

"wR. BEEBE: All right, then I will put it in 

in my rebuttal case, or my first exhibit on the rebuttal 
case. 

THE COURT: All right. 

(End of side bar discussion.) | 
BY MR. BEEBE: 

Q Did McDonnell & serach materially violate 

the provisions of Rule 325 during the period of 1968 .to 
1970? , 


MR. BROOKS: I object. 
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THE COURT: Sustained as to form. 
Q Did McDonnell & Company violate the provisions 
of that rule during the period 1968 to 1970? © 
Yes. 
Excuse me? 
Yes -- not the whole pericd just at times. 
Did it violate books and records rules of the 
stock exchange in that period? 


A At times, yes. 


MR. BEEBE: Subject to any pending ruling I 


have no further cross of this witness. 


THE COURT: All right. 
MR. BROOKS: Just two questions your Honor. 
REDIRECT EXAMINATIGN | 
BY MR. BROOKS: 
Q Mr. Bishop, I show you Exhibit 83 which is the 
charge memorandum. : 
Mr. Bishop, was it the practice of the exchange . 
when it prepared trial memoranda such as this to include 
all violations that the exchange thought could be proved 
against a member firm? 
A Yes. 
MR. BEEBE: Objection. 


THE COURT: No, overruled. 
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Q Would you look at Schedule D, sir, where there 


was charged with having violated the capital rule. 

Would the practice of the exchange or under 
the practice of the ach ones would the inference be from 
the violations and the dates Listed, or dates that are not 
listed, the exchange could not ‘prove . capital violation 
against McDonnell & Cco.? 

A Yes -<- 
2 MR. BEEBE: Objection. 

THE COURT: Yes, sustain the objection. Strike 
the answer. - 

MR. BEEBE: Could we ask that the witness just 
give me a third of a moment or two to make an objection, 


if I have one? 


eel 


THE COURT: Yes. 


BY MR. BROOKS : 


spawn 


| 
If you see Mr. Beebe rising, don't answer, Mr. Bis lop 
Q Mr. Bishop, after reviewing Schedule. E can you 
tell me whether McDonnell & Company were in compliance 
with the exchange's capital rule during the period October, 
1968, through March, 1970, at any time? 
A It would appear that they were in compliance 


between the end ¢ January, 1969, and June, 1969, at least. 
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I can't be definitive about. the rest of the period. 

Q Mr. Bishop, we have heard testimony about New 
york Stock Exclange special trust fund that was available 
at about the time McDonnell & Company went into liquidation  ~ 
to assist customers of McDonnell & Company to recover thats 
money and securities that were in the firm of McDonnell & C4. 
Company at the time they went into liquidation. © 

Is that trust fund still available to help 

customers if a member firm should have the same fate today? 


MR, BEEBE: Objection to relevance, timely aspects. 


concerned. 
THE COURT: Well, if it is only relevance I 
will overrule it. 


H 
| 
| 
| 

I. don't know what it pertains to as fara this case is | 
| 
| 
| 


Can you give me some other basis? 
MR. BEEBE: The time -- 

THE COURT: It calls for a yes or no? 
MR. BROOKS: Yes, it does. 


THE COURT: Overruled if it is only relevance. 


Do you have a trust fund?— 

A No, not as.an active entity. It has been replaced. . 
¢ Is the erotective function performed by anybody 
else today? | 


MR. BEEBE: Cojection. Now really -- 
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recross 
THE COURT: Yes, sustained. 


MR. BROOKS: No further questions. 


_ RECROSS EXAMINATIQY 


BY MR. BEEBE: 

Q have one line of questioningm Exhibit 83, the 
charge memo. - 

Do you have that in front of you? 

A Yes. | 

Q Will you tell to the last page. Di~7 that have 
your signature and T. Murray McDonnell's signature on it? 

A It does. 

Q Did T. Murray McDonnell consent -- 


MR. BROOKS: Your Honor, I object. This hasn't 


‘ anything to do with the line— 


THE COURT: Yes, sustained. 
MR. BEEBE: I believe it has to do with the 
question of whether these are just mere charges they threw 


together er whether they had some meaning. That was his 


first line of questioning on redirect: What was the nature 


of this document? And that is what I was pointing out, 
that this was a final document. 

THE COURT: I don't see how this particular answer 
to the question will get you what you want. 

MR. BEEBE: It was seeene to. 
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THE COURT: So? 

MR. BEEBE: So it was just something that they 
made charges about. The other side, the recipient of 
it, finally -- 

THE COURT: Sustained. 

Q Now you were asked about Exhibit D, and I would 
like you to look at all of that exhibit. 

Am I correct that there is no use of a figure 
below 2,000 per cent? 3 

MR. BROOKS: Objection your Honor. ‘fhe exhibit 
speaks tor itself. 

MR. BEEBE: Then I can read all the numbers in 
if necessary. I just want to make sure I am right. 

THE COURT: Why don't you save that reading for 
summation if it is just a question cot reading. 

MR. BEEBE: We have no further questions on 
recross of Mr. Bishop. 

We do have the reading of Mr. Stock‘s detesteiod 
which is still part of our reply. 

Unless Mr. Brooks nanan more witnesses that 
should be the end of the Aetentent*s case, and I would have 
to put in Mr. Stock's testimony as my cross-examination-—- 


THE COURT: You cen put that in during Mr. Brooks' 


case, 
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THE COURT: All right, go ahead. 


MR. BROOKS: No further questions of Mr. Bishop. 

(Witness seca’ 

MR. BEEBE: I believe this jury is familiar with 
this procedure. This is the cross-examination of Mr. Stock 
who was examined by having questions from his deposition 
read in earlier, and now these are cther questions and 
answers og: the depowition. Mr. a believe, is 


deceased. 


Starting on page 14: 


"OQ Was there a ratio or percentage where when 


passed the New York Stock Exchange became concerned? 


= 


~~. ree ; 


“A Yes." 

MR. BROOKS: Your Honor, I object. This has nothing 
to do with the direct testimony of Mr. Stock's deposition 
which we read in. If anything, it is part of plaintiffs' 
case, and the game stiten bie 

THE COURT: Mr. Beebe, isn't that so? Are you 
reading matters that do not explain or bear upon things 
read by Mr. Brooks? 


MR. BEEBE: I have to make a little confession 


é : ‘ 
Fe es 
a ee lla ti llipaninlaaetilint is iiisees cts nkccrmattinn exit mci 


here. I didn't prepare the cross here of Mr. Stock, and I 


asked Mr. Mare Adelsohn,who is also part Of our legal team 
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which case I will do it as part of our rebuttal? 


MR. ADELSGHN: We will save it for rebuttal. 


here and a piece on rebuttal, can I do the whole thing 


at once? 
THE COORT:Yes. 


Mr. Brooks, do you have any further witnesses? 


MR. BEEBE: Perhaps, so we don't do a piece | 
| 
| 
| 
| 
| 
3 | 
MR. BROOKS: No further witnesses, your Honor. | 
THE COURT: All right. 


(Addressing Mr. Beebe) .Do you hav a rebuttal 
t 


MR. BEEBE: yes, sir, unless Mr. Stein has oe 


THE COURT: Mr. Stein? 


MR. STEIN: Your Honor, the receiver’. > case was 


concluded. 
THE COURT: Yes. 


MR. BEEBE: Okay, then we will go to Mr. Stock. 


rebuttal case offered on behalf of the plaintiff, the stock 
exchange having rested its case. 


MR. BEEBE: Page 14: 


THE COURT: This, ladies and gentlemen, is the - 
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“Oo Was there a ratio of percentage where when 
passed the New York Stock Exthange became concerned? 

“A Yes. 

“a can you tell me what that ratio was? 

“~ 1,500. 

“Q 1,500 per cent? 

"A Wea. 

—"Q What petetend aside from normal action was taken 
by the New York Stock Exchange when a member firm passed 
that 1,500 per cent figure? 

- The firm would be contacted and directed to 
take appropriate steps ae their ratio below that 
figure." | 


MR. BEEBE: Page 29. 


ee EL A LL LC 
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8 Do you recall during the period of December 
1968, which you told me is the first month you worked at 


the New York Stock Exchange through March of 1970 


recommending suspension of a member firm for violation of 


rule 325? 
"A No. 

"© Do you know of any situation where a member 
firm was disciplined by the New York Stock Exchange for 
violation of rule 325 during this time period? 

"A YEs. 

a © Can you téll me the name and the instance? 

"A There were several instances. Well, I 
recall -- put it this way: I would estimate that 
there may have been 15 or so cases brought during that 
period for violation of rule 325. I don't recall the 
names of all the firms. I can think of a few names 
at the pertinent time. 

a © Can you give me those names? 
"A Jeffries & Company, Raucher, Pierce 
Corporation. I think there was Robinson & Company. 
“Those are the names that come tomind 
at the moment. 
*Q Can you tell me what discipline was 


imposed upon these firms? 
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"A It varied in each case, based upon the 
board's determination et the action that was appropriate. 
*Q What —_ of discipline was imposed? 
Are we talking about a monetary — or are we 
talking ai 


"A In certain cases there were monetary 


fines. I would say in probably every instance 


there was a censure." 
MR. BEEBE: Turning to page 89: 

FO When do you first recall participating 
in the drafting of the charge memorandum against 
McDonnell & Company, if you did participate in 
such drafting? 

“A My initial participation inthe drafting 
would have been to instruct my staff to start such 
drafting. 

“oO Do you recall when you instructed your 
staff to start such drafting? 

: "A Not specifically. 

*Q Can you approximate it? 

"A I would think some time in the first half 
of 1969. 

“Q Do you recall, when you asked your staff 


to start drafting the charce memorandum, whether 
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the charge memorandum was based on a violation or 
violations of Rule 325, or whether it included 
various other violations of rules of the New York 
Stock Exchange? 
"A As I reeall” -- 

MR. BROOKS: I object, your Honor. At 
that point in the transcript there was an objection ‘i 
the form of the question. I renew that objection now. 

MR. BEEBE: I don't find the form bad, on 
top of which he “id suggest he a ahead and diced Hae 

MR. BROOKS: That was to assist counsel in 
his discovery, your siete bit. mitoenintnd my objections to 
form as te required. 

MR. BEEBE: That is the last question. 

THE COURT: I will overrule the objection 


anyway. 


“0 Do you recall, when you asked your staff 


to start drafting the charge memorandum, whether 
the charge memorandum was based on a violation or 
violations of Rule 325, or whethre it included 
various other violations of rules of the New York 
Stock Exchange? 

"A As I recall, the charge memorandum 


was to include violations of rules other than -- 
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of rules, inclvding Rule 325." 


MR. BROOKS: Is it appropriate at this time, 


Mr. Stock's testimony as if redirect? 
MR. BEEBE : I have no objection. 
‘THE COURT: Why don't you read it. 
MR. BROOKS: ~ Page 14, Mr. Beebe read a 


. passage in the middle of the page. There'a a question 


your Honor, to put in one question and one answer of 


and answer at the end. 
| May I read Mr. Beebe's passage and then 
tack .on the question and answer that follows? 

: THE COURT: Okay. 

BY MR. BROOKS: 

6? Was there a ratio or percentage where, 
when passed, the New York STock Exchange became 
concerned? 

"A Yes. 

“Q Can you tell me what that ratio was? 

"A 1500. 

"Q 1500 per cent? 

“A Yes. 

“a What action, aside from the normal action, 
was taken by the New York Stock Exchange when a member 


firm passed that 1500 per cent figure? 


a | SOUTHERN DIS ICT COURT REPORTERS. U.S. COURTHOUSE 
sineaaieetecin heen _ Bru BY SWIARE NEW YORK, N.Y, — 781-1020 
(epee er: Settee ea we eo semen ae ait 2 ait ila ti mn 


“Stack 2318 
"A The firm would be contacted and directed 
to take appropriate steps to watiniie their ratio 
below that figure.” 
Mr. Beebe stopped there and I will continue. 
"9 Do you recall whether the firm of McDonnell 
& Company was contacted by you directly as to their 
capital ratio, in the year 1969? 
"A Yes, they were." 
MR. BEEBE: May I just put in the next 
question and answer? 
THE COURT: Go ahead. 
BY MR. BEEBE: 
"0 Do sees omens the first instance when 
you contacted them? 
"KR Not specifically." 


MR. BEEBE: Could we call now Mr. Spies. 


ROBERT A. ae ee a ae ‘recalled as a 
witness by the plaintiffs, having been previously 


duly sworn, testified as follows: 


DIRECT EXAMINATION 


BY MR. BEEBE: 


1) Let me put in front of you Exhibits 43 and 


43A for identification -- 
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MR. BROOKS: Your Honor, part of the 
assignment of the exchange counsel over the noon hour was 
to come up with the original of Exhibit 43A, which we have 
done. Sol offer that to Mr. Beebe so that he may use 
the actual document. 

THE COURT: Very good. 

MR. BEEBE: May I just have a minute to 
look at this? 

THE COURT: Surely. 

(Pause) 

Q I will give you something to look at, Mr. 
Spies, 25 that is in seliaiacicaada mili 43 for identification 
(handing). 

MR. BROOKS: Your Honor, I understand the 
purpose of calling Mr. Spies was simply to identify 
43 and 43A, 

MR. BEEBE: That's exactly what I'm doing. 

MR. BROOKS: I object to 25 insofar as it 
does not relate 

MR. BEEBE: I'm using it as part of the 


identification process solely. If I stray afield, I'm 


sure that will be an opportunity to try and do something. 


May I suggest for everyone's convenience 


that we substitute your 43A. In other words, the thing 
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you have just given, take the tag copy off. 

MR. BROOKS: I have no objection to that. 
I would like pe. ission to substitute a Xerox so we eas 
get back the original record forthe exchange's file. 

THE COURT: Very good. 

Q Here is 43A which has ‘aia marked for 

identification (handing). 

Starting with 43, sir, which is apparently 
a letter from yourself to Mr. McDonnell & Company 
dated March 18, 1969. At that time in 1969 were you 
dealing with McDonnell & Company concerning its net | 
capital ratio? 


A It appears Iwas the one that answered this 


letter which answered the spec ial financial questionnaire 


of January 30, 1969. 

Q Could you remind the jury md perhaps nuke, 
too, what role you played at that time, what your function 
was with regard to McDorinell & Company? 

A I was inthe iene division of the exchange 
and was manager of it for some period of the time. The 
division was responsible for the administration of the 
capital rule. 


Qo Was it part of your function at that point 


to make an analysis of McDonnell's financial questionnaire? 
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A No, it was not. 

Q Could you explain what Fxhibit 43 was, the 
letter from yourself -- 

A 43 is a letter which was based on the 
analysis of the piesa menue Ceainiien which was furnished 
to us by the examiner's division. 

Q That was a letter from yourself to McDonnell & 
Company? 

A ‘ti it was. 

MR. - BEEBE: I offer that in evidence. 

MR. BROOKS: —. No objection. 

(Plaintiffs' exhibit 43 was received in 
evidence) 

9 Could you explain what 43A is, sir? 

A 43A appears to be iehaieitake which are sub- 
mitted in connection with the answers to a financial 
questionnaire. : 

1] Does the red stamp on the front there indicate 
that it was received by the stock exchange on or ahout the 


date it has there? 


A It indicates it was received bythe chief 


examiners on February 28, 1969. 
Q Would that be received from McDonnell & Company? 


I don't know. 
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Q In the normal course of things would that 
be a document that McDonnell & Company would submit? 
A Yes, it would be. 
MR. BEEBE: I offer thatin ev:.dence. 
MR. BROOKS: L object, your Honor. I 
don't think it's been properly identified. It was not a 
deposition exhibit and it was not the subject of 2 demand 


to admit. I think all we know now that it bears the 
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chief examiner's stamp and that Mr. Spies has brought it | 

up here with him from the files of the exchange. | 
MR. BEEBE: . I thought that was the main problen| 

this morning, was that my document, they raised some 

questions as to where did it come from. We have now 

solves that problem without having to call any more 

witnesses just to authenticate that they received it. 

I think we have got enough basis now with that red. stamp. . 
THE COURT: Without getting into the ee 

or falsity of the information contained in it, I would 

admit it as being a document that was received on the 

various dates that the stamps indicate throughout, which 

are @ifferent in certain cases. Certain pages 

came in at different times. This: is not being received, 


ladies and gentlemen, for the truth of what it contains. 


There are figures in here. It's not proof of that. t's 
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only proof of the fact that the stock exchange received 
this batch of papers. 
(Plaintiffs' Exhibit 43A was receivea in 
evidence) 
Qo - Let me ask you, sir: 43, your letter of 
- March 18, which is now in evidence, says "Acknowledgement 
4 made of your coeporation's response to the special 


financial questionnaire of January 30, 1969." 


MR. BROOKS: Your Honor, I object. The 
witness testified he would not see 43A. The examiner 
would see it, provide Mr. Spies -- 


THE COURT: Let's find that out from the wit- 


i 
| 
Is your letter referring to 43A? | 


ness. Do you know? 
A Do you want to repeat the question? 
THE COURT: Mr. Spies, take that piece of 


paper in front of you. 43and the information 1: there, 


did that come from 43A that you hold in your right hand? 


A No, it did not. 


Ss gaeainaleateniaien meen dle dette inn n Sms net 


Q When your 43 referred to the reaponse to the 
special financial questionnaire, do you know as you sit 
here what your letter was referring to? 

A It was petereing to a white sheet, as we 


call it, which is prepared by the examiners division, 


SOUTHERN DistalCT COURT REPORTERS, U.S. COURTHOUSE 
. REE LCRA CE AM OEE AOL ALA 


ac teamecanlh aed ae al ea 


qr Spies-direct | ,  aoeg 
was prepared by the examiners division and sent down to the 
finance division. | 
Q Maybe i haven't made weeeit re 
The first paragraph of your letter says, 
"Acknowledgement is made of your corporation's response." 


Your letter is addressed to McDonnell & Company. 


Are you holding that response in your right 


A Our letter would acknowledge the response 
that was based on the white sheet. The white sheet ais 
prepared from a response from McDonnell & Company. 

Q My question is -- 

a We assume that when we -- when we received 
the white sheet, that re the response to the 
financial questionnaire. 

Q My question is: Is the document in your 
right hand that response? 

A The dates are similar. 

‘@] They areidentical, are they not? 

A Right. 

MR. BEEBE: I offer 43A against McDonnell 
& Company for the facts contained in there. 
MR. STEIN: I haven't heard any testimony 


that establishes that this document came from McDonnell 
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coma: I only heard the eaiiiads say that he re- 
ceived it. 

MR. BEEBE: ¥ think that by the response, 
43, the document 43A wits the heading McDonnell & Company, 
there's no other source possible. I know it. 


THE COURT: You are going to have problems 


with this. McDonnell & Company, you can read this 


as to the facts. What facts do you want to urae 
against McDonnell & Company from this, Mr. Beebe? 
You can simplify this. 
MR. BEEBE: May I read from this? 
' THE COURT: No. What are you offering? 
MR. BEEBE: If you will address schedule 
schedule 10, page 3 -- 
THE COURT: Those two pages? 
MR. BEEBE: You will see totals giv. : for 
certain accounts. 
THE CONRT: Those are the pages? 
MR. BEEBE: Andif you take the analysis in 
Exhibit 43 -- 
THE COURT: We are talking about 43A now. 
are you offering 43A against McDonnell & Company, 
facts? 


MR. BEEBE: Those facts on those two paces. 
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THE COURT: l and 3 are in evidence against 
McDonnell & Company for the truth of the pages. 

MR. STEIN: Schedule 10? 

COURT: Schedule 10. 

MR. BEEBE: There is one other. Now that 
I'm being asked -- do you still have it? Pages 6 and 7 
of the answers themselves refer to federal income tax 
claims. 

THE COURT: How does that bear on McDonnell? 

MR. BEEBE: McDonnell income tax claims 
that they were taking or trying to take -- 

THE COURT: That only qoes to the stock 
pentane 

MR. BEEBE: As far as facts are concerned, 
that's right. As far as what the stock exchange did 
in reaction to X information, that's right. 

No further questions of this witness. 

THECOURT: All right. Mr. Spies, you may 
step down. 

MR. BROOKS: I have some questions. 

THE count: I'm sorry. 
CROSS EXAMINATION 


BY MR. BROOKS: 


ra) Mr. Spies, on Exhibit 43A there, sir, if I 
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might borrow it. Schedule 10, page 1, next to the 


agreement dated January 30, 1969, had a certain subordina- 


ced account. Next to it there appears in pencil the 


‘ ia 3) eS i : e E 
Sather nasi inl at oni ca encase taeda. at 


words “Approved 3-6-69." 
Can you tell me if that's your handwriting? 
A No,.26 26 ct. 
Q When you re your letter, which was 
Exchange Exhibit: 43 -- do you have a copy of 43, sir? 


A Yes, I do. 


| 
indication Mrs. Margaret McDonnell Murphy, under 
j 
| 
| 
| 
| 


QQ. Did you know whether Mrs. Murphy's subordinated | 
account was or was not being treated as part of the 
capital of McDonnell & Company? 
) A I don't know. 
Q If I told you, sir, that her subordination 
agreement was dated February 4, 1969, would that 


assist you in answering that last question? | 


| 
| 
| 
| 
A No, not really. | 

Q Did McDonnell & Company make anv reply to | 
your letter of March 18, which is Exhibit 43? 

A I would presume they did. | 

.@] Do you recall whether they disputed the paddies 


you set forth in your letter of March 18, which is 


Exhibit 43? 
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A I would have to review the files. 
Q Let me show you a letter dated March 28, 
1969 addressed to yourself, purportedly sianea by 
Thomas A. McKay, and ask you if that letter refreshes 
your recollection (handing). 

MR. BEEBE: : Could I speed things along by 
saying if this letter is being offered, I have no 
objection. 

MR. BROOKS: It hasn't been offered yet. 

A It would appear that this letter does | 
respond te my letter of March 18, yes. 


Q Does that refresh your recollection as 


whether McDonnell & Company disputed your analysis 


contained in Exhibit 43? 
A Only as I read it, the ltter certainly 
does dispute the analysis that we have, yes. 
Q Aside from the letter, you do not have 
independent recollection? 
A No. 
MR. BROOKS: i offeaethe letter now and I 
accept Mr. Beebe's agreement that it should come in. 
THE COURT: Received. 
(Defendant New York Stock Exchange ‘Exhibit 


XXX was received in evidence) 
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MR. BROOKS: I would like to read from a 


portion on page 2, your Honor, I would like to -- 


eed os tn teste eat a et 
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THE COURT: Are you aoing to be much lonaqer? 


MR. BROOKS: One minute. 


nel Be Serre ener 


THE COURT: All Fight. 

MR. BROOKS: On page 2 Mr. McKay says -- 
this is a letter dated March 28, 1969 addressed to Mr. 
Spies signed by Thomas A. McKay at McDonnell & Company. 
Mr. Spies begins on a 1, “On March 18 you advised us 
of your analysis of our response to the financial 
questionnaire as of January 30, 1969. We submit the 
following echimeenstn okeiaiien the analysis." 

Skipping to page 2: 

“your analysis revised for the foregoing 
items would be as follows." Then I'm a an some 
internediate figures. 


The bottom line, "Capital ratio, 1939 per 


No further questions of Mr. Spies. 
REDIRECT EXAMINATION BY 
MR. BEEBE: 
Q One pore se on the letter that's heen put 


in. A little higher up on the page -- 


A I don't have a copy of the letter. I got it 
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Q This is from Mr. McKay to you. “Your 
computation of net capital included a deduction of 
$700,000 for federal tax claims. Based on our previous 
discussion it is our understanding that this was 
an admissible asset." 

Mr. Spies, to what discussion, if you know, 
was Mr. McKay referring? 

A I have no idea. 


MR. BEEBE: No further questions of Mrs. 


THE COURT: You may step down, sir. 

(Wi*ness excused) 

THE COURT: We will stand in recess, ladies 
and gentlemen. 

Will counsel please stay a moment. 


(Jury absent) 


THE COURT: Gentlemen, I have read and re- 


read 104 and 105 for identification, which are the 
commissions and letters of April '70 and November '70. 
They give me a little trouble given the request that 
the exchange wants me to give having to do with super- 
visory oversight. I'm obviously txcebied by the fact 


that the first of them, April '70, takes a blast at 
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“improper practices which have crept into the application 
of the exchange's net capital rule." 

While I read through 104, I don't see 
that any of the things that they are criticizing figure 
in this case. 

Am I correct in that? 


MR. BROOKS: Yes, your Honor, you are. 


MR. BEEBE: Excuse me. 104 -- 


THE COURT: Apvil 29, 1976. 

MR. BEEBE: I would say it does bear on the 
issues in this case very much. 

THE COURT?) ot rere en vem any testimony -- 
maybe one or two of them figure in some way that I have 
missed as the testimony has gone alona because you 
gentlemen are fandidies with this case from years of 
experience, this is hardly the commission saying to the 
exchange you have been doing a great job, fellows, we 
have been watching how you have been qoing, you have been 
acting within your discretionary limits. XT do not 
ee to admit these exhibits. 

On the other hand, I'm wondering whether 
a way out of the problem is if counsel could stipulate that 
wo withdraw the oversight issue from the case and I 
won't charge that? * | 
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MR. BROOKS: Your Honor-- 

THE COURT: I'm troubled with the fact that 
it doesn't seem wholly fair to charge the jury that the 
commission's failure to act is in some way a seal of 
approval of good housing. Although I'm frank to say I 
don't see quite that the matters that are complained of 


in these letters are the same ones we are dealing with. 


Nevertheless, the whole tenor of them is one of 


criticism. 

I'm also not quite clear that the motives of 
the commission writing this letter at this time were 
perhaps unmixed. 

MR. BROOKS: Your Honor, the instruction 
that we wish on oversight is based solely on the 
evidence that's gone into this ee with respect to the 
SEC's examination of theaffairs of McDonnell & Company. 

I don't see that these letters adversely. affect or even 
refer to what the SEC knew about McDonnell & Company. 

We have had testimony about an SEC disciplinary proceeding 
in and about April of 1970 against T. Murray McDonnell 

and I don't see thatthe instruction that we want solely 

as it relates to what the SEC knew the exchange was doing 
as ts McDonnell & Company is in any way referred to or 


negated by these general letters about who's going to take 
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responsibility when we have to go up to capitol hill. 
Also, these letters were certainly responded to by _— 
exchange in the same general kind of way. 
I would urge that the instruction has we 
seek is not all — to the general kind of chatter 
that is going on and reflected in exhibits 104 and 105. 
THE COURT: Mr. Beebe, what say you to this? 
MR. BEEBE: I say he wants the best of both 
worlds. Mr. Brooks wants both to have the oversight 
issue on his side and not to give me a chance to meet it 
on my side. , | 
| 


These exhibits, and they are only part of a 


| 
| 
| 
: 
| 
{ 


“number that we have seen of reports that Conoress and 


at the SEC level were very highly crititcal of what the 


} 
{ 
| 
exchange did during that era right on, application of | 
the net capital rule and the operations rules -- I | 


 aceenn tb ne ite. omcp eli innate 


believe as we saw this morning with a number of the exhibits 
that 1 offered, that there was a very strong barrage, 

an increasing barrage of criticism from the SEC as they | 
discovered how they had been misled in 1968 and 1969 

about how bad conditions were. That accounts for the 

fact, your Honor, that some reports were sent by the Geboane| 
down to theSEC in 1968 and '69 or at least '69, as they 


introduced them in evidence, and the SEC didn't act. 
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Two reasons why it didn't as far as we can 
tell from the records and evidence that I tried to 


introduce. 


Number one, the SEC didn't know the whole 


story. 

Number two, perhaps the SEC itself was to 
complacent, which is the point you are saying and, 
therefore, wrote these letters later on. But these letters) 
later on I think are perfectly valid oversight letters 
by the SEC stating what its position based on all the 
facts was. I don't think if they are aoing to get into 
the SEC's siicleacilbad for inaction, which is really 
basically as to McDonnell, I shouldn't be able to wil 
into the SEC's action apart from what it was that -- 
if one tries to read between the lines, which is very 
hard to do, in April and November, as to why ee SEC 
did or didn't take a strong stand at that point. I 
just want to fairly meet this issue md be given a chance 
to do so. 

THE COURT: If I were to say to you that 
rt sable cant charge on that, would that satisfy you? 

MR. BREBE: I guess my problem is, sir, that 
in the summaries -- if I hear summary on the other 


side that talks about the passing of a wand over or the 
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inaction by Washington as being some sort of blessing, I 
would like an opportunity to say, oh, no, based on the 
evidence, just the contrary. Let the jury reach its 
own conclusion. tat them argue that the SFC was 

not -- 

“THE COURT: The problem is, if you get into 
that, you are going to try this entire industry in this case 
and we'll be here for the next month. 

MR. BEEBE: I'm just about done, your Honor. 
I think that's exactly why the objection I made the first 
day they brought this up, last Thursday or Wednesday 
with Mr. eee the SEC is not m trial. That's what 
I tried fen foreclose, the raising of this whole issue. 
I would like a direction that they not re-raise it at 
this point and that they not cise it as part of their 
case in the closing because it's just not fair to give it 
to him and not me. 

_ THE COURT: I take it your answer to my 
question, yes, you would be satisfied with that? 

MR. BEEBE: If you don't charge it and 


still argues it -- 


THE COURT: If I'm not going to charade 


it can't be argued. 


MR. BEEBE: Then I would be satisfied. 
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THE COURT: Mr. Brooks, I pane the 
fact they would want these to meet your argument and 
you then have to be given under the law the 
right to rebut these. We then would get into a case that 


has no limit, which is what I find troublesome. Let me 


see if there isn't some way to cut this Gordian knot. 


MR. BROOKS: Your Honor, perhaps those 
passages which you find to have some relation to McDonnell 
& Company be read into the record. 

THE COURT: It hink it inappropriate to put 
in a sentence such as"we believe immediate steps must be 
taken by the board of governors to rectify the improper 
practices which have crept into the application." 

That is a clear statementof opinion without an opportunity 
to cross-examine the opinion maker on what he's vathine 
about. 

I deem it inappropriate to have that taken 
against the exchange. 

On the other conilt if that isn't in there, 

Mr. Beebe, the letter is eavthitiens to him. 

MR. BEEBE: In paragraph 12 on page 3, I 
don't know whetehr -- I find that ani more supportive. 
It's characterized in the top of the letter as a finding. 


"The administration of the rule has been 
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characterized by relaxation of previous applications 

and interpretations or judgments made to bring firms into 
purported compliance." 


Opinion, I don't know, sir if it's by the guy 


who is in charge of the whole show -- 


THE COURT: He's not here to be cross- 
examined on his opinion. 


MR. BEEBE: Tha's why I don't want to try that : 


THE COURT: That's why I don't want to 
let these exhibits in evidence. 
MR, BEEBE: We’ have this chart. 


THE COURT: I appreciate that. 
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(In the courtroom in the presence of the jury.) 


MR. BEEBE: I now call James McDonnell. 


JAMES McDONNELL, ented as a witness in 
rebuttal, having previously been duly sworn, testified 
further as follows: 

DIRECT EXAMINATIQ’T 

BY MR. BEEBE: 

Q Mr. McDonnell, you have been here through most 


of the trial and you testified earlier. 


I am going to ask you about Mr. Olney's testimony. 


Do you recall hearing that? 

A Yes, sir. 

Q Mr. Olney testified that a few of the McDonnell 
brothers and sisters were approached in January, 1969, ~ 
concerning making a contribution or loans to the company. 

vere you one of the pecple who was approached 
in January or earl: February, 1969, to make any loan or 
any kind of investment in McDonnell & Company? 

A No, sir. NO way. 

Q Did you know or had you been tola by anyone 
befcre you committed yourself to purchase McDonnell stock 
anything about’ net capital violations of McDonnell & 


Company? 
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No, sir. Nothing. 
Q Were you told or did you know independently 
about two partners withdraw from the company with $400,000 


in January -- 


THE COURT: This is part of the main case. 
MR. BROOKS: I Awe « This is on proper re- 
buttal. | 
THE Cour: This is not rebuttal. 
MR. BEEBE: I believe this goes to the issues | 


that was riaaised -~- 


THE COURT: This is one of the items that you 


casé. So I don't see that this is rebuttal. 
MR. BROOKS: I move to strike all the testimony 


except the first question and answer about Mr. Olney 's 


| 

| 
were arguing on the law questions at the end of the scans Ul 

l 

| 

| 


testimony. 
| 
MR. BEEBE: I believe,your Honor, that this short 


line of questioning is relevant as to the state of mind | 
that has been thrown into issue. 
THE COURT: I thought we went extensively into 
that with Mr. McDonnell,getting into this subject of 
two luncheons in Detroit and the packages of pages that 
were submitted to him, and his state of knowledge before 


then and thereafter on his direct examination. 
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MR. BEEBE: Let me try just one more question, 


which would be the end of that line, and it is as follows: 


If you had been told of net capital violations 


Q Pause a second before you answer. | 


of McDonnell & Company prior to your making your ocemtineid: 
to buy the stock, would you have bought —_ stock? 

MR. BROOKS: I object your Honor, and I renew 
my motion to strike all of this testimony except the first 
question and answer as not being proper rebuttal. 

MR. BEEBE: I believe this is a perfectly proper 
question. 

THE COURT: Sustained. 

MR. BEEBE: I believe that ‘on the. case after a 
the law arguments, sir, through Mr. Olney the question of ! 
what the family knew and didn't know was explored extensivel+, 
and this question goes to that issue. | 

MR. BROOKS: Not with respect to James McDonnell. 

THE COURT: This gentlemenvas on the stand _ 
was questioned all abcut his knowledge and his conduct 
and the reasons for it. 

Sustained. 

MR. BEEBE: Well, have no further questions except 
I would have asked the same Line of questions concerning 
advising his mother, but I assume I would meet the same 
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objection, and there would be the same ruling? 
THE COURT: Yes. ? 
MR. BROOKS: The same objection. Mr. Olney didn't 
speak to Mr. McDonnell at all. He didn't sestify to that. 
THE COURT: Sustained. 
MR. BEEBE: Very well, and I thank you, Mr. 
McDonnell. I told you it would be short. 


(Witness excused.) 


MR. BROOKS: Was my motion to strike granted? 


THE COURT: What is it that you want to do? 


| 
MR. BEEBE: I called Mrs. Murphy. | 


I didn't hear enn that came in that requires striking. 

MR. BROOKS: Well, I think you — that it 
wasn't proper rebuttal once he got beyond what Mr. Olney 
said. : 

THE COURT: He was asked if he was asked, and he 
said in no way. 

MR. BROOKS: I agree that was proper rebuttal. 
‘I think all the questions and answers thereafter were 
improper. 

THE COURT: I don't think there were any. 

MR. BROOKS: I think there were. 

THE COURT: Well, let me ask the reporter to 


just briefly read that. 
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(Record read.) 

THE COURT: We only had one question. 

Now, Mr. Brooks, it seems — i had a lot 
of cross-examination about what a footnote on Exhibit 7 
meant, which is the very same -- 

MR. BROOKS: Cross-examination of this very witness 

THE COURT: Of this very witness. So this adds 
nothing to what came out on cross-examination with regard 
to Exhibit J compelling me to strike it. 

MR. BEEBE: I don't think it had gone far enough. 

THE COURT: Nevertheless, on your motion I will 


Strike it. 


MR. BROOKS: Thank you, sir. 


MR. BEEBE: Mrs. Murphy please. 


MARGARET MARY MCDONNWELL MURPH ¥, 
called as a witness in rebuttal, having previously 
been sworn, testified as follows: 
DIRECT EXAMINATICN 
BY MR.BEEBE: 
Q Mrs. Murphy, when you made your subordinated loan 
of your stocks in late January or early February, 1969, 
were you asked to buy any voting stock in the company? 
MR. BROOKS: Same objection your Honor. Nothing 
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to do with our case. 


MR. BEEBE: This comes in on the issue of Mr. 


Bishop having testified about people who were participating 


‘in the company got voting stock and people who were non- 


participants outside of the inner workings of the company — 


didn't get voting stock. 


THE COURT: Overrubi. 
Go a 
A No, I wasn't. 
Q you testified at transcript page 37 in your 
initial case concerning what Mr. Olney told you; and then 


Mr. Olney testified that he had not told you about under- . 


‘ writings; that he had not guaranteed you that there were 


‘no risks; that he had not talked to you about selling the 


seats on the floor of the stock exchange, the paintings in 
the office and the furniture, and he had not promised you 
that there was no way you could lose your money. 

After hearing Mr. Olney do you want to change 
any of your earlier testimony? 

A I don't want to change anything. 

MR. BEEBE: Then, your Honor, I would pursue 
the same line of questioning that I ee rulings on 
with regard to Mr. McDonnell, and I assume if xr did I would 
be faced with the same objections and same rulings? 
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THE COURT: Yes. I would sustain them. 

MR. BEEBE: I have no further questions of this 
witness. 

THE COURT: Any cininiasanaitideasiaa’ 

MR. BROOKS: No questions. 

(Witness excused.) | 

MR, BEEBE: I think we said that Exhibit 107 
for identification may come in as an aid to the Court? 

THE COURT: Have you had a chance to look at this 
in any way? 

MR. BROOKS: Mo, I haven't had a chance to look 
at it, your Honor, but I heard some testimony from Mr. 
Bishop which essentially casts doubt on its completeness. 
Essentially it shows all the bad marks and none of the 
goal marks. So I object. 

MR. BEEBE: Well, I would say -- 

THE cour: Why don't we take argument on this 
outside the presence of the jury. 


Other than this, is there anything? 


MR. BEEBE: Other than this there is 96A which 


is the retyped version of 96 which I will find in short 
order and put in. I believe it has been corrected by Miss 
Solomon, and we will then rest our case. 


THE COURT: Ladies and gentlemen, we will stand 
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‘in recess I think until 10:30 tomorrow. We are me day 
behind schedule. So tomorrow you wil’. arguments of counsel 
and Wednesday you will get the charge of the court and 
commence deliberations. 
I will see you at 10:30. 
| (The jury left the courtroom.) 
THE COURT: I take it all sides move for directed 


verdicts in favor of each? 


MR. BROOKS: Yes. 


MR. STEIN: Yes. 


| 

| 

MR. BEEBE: So moved. | 
| 


THE COURT: I will reserve decision on all of sa: 

MR. BEEBE: Sir, may I ask when we will have 

the charges or summations? 

THE COURT:: That is one of the reasons I wanted 
to get an extra half hour tomorrow, because they are not 
in final form. — 

: MR. BEEBE: Should we convene a little earlier 
so we can discuss it?_ 

THE COURT: Yes, be here at 10. 

MR. BROOKS: Do I understand the plaintiffs have 
now rested with two exceptions, discussion on Plaintiffs’ 
Exhibit 107 for identification and admission of 9 as to 


’' which there is no objection?" 
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THE COURT: Yes. 

The problem with 107, Mr. Beebe, is that I 
too am looking at this; I keep looking at this column and 
saying where are all these bi-weekly McDonnell reports? 

MR. BEEBE: I don't think there are a lot of 
them in evidence. I really did go through -- well, ob- 
viously the left-hand column, the McDonnell column, is 
going to show things all being low and good and so on -- 

THE COURT: We have some exhibit that Mr. -- I 
don't remember his name -- that he put in evidence earlier 
in the case which had five or six of these. 

MR. BROOKS: McElroy? 

THE COURT: McElroy, wasn't it? 

MR. BEEBE: Yes. Those are all in the center 
column. That is out Exhibit 25 I think. 

THE COURT: No. He had several handwritten 
pages of schedules. 

MR. BEEBE: Well, let's see if I can pull that out. 

MR. BROOKS: Tripks X, your Honor. There is 


a computation by Mr. McKay which showed a 1900 ratio as 


MR. BEEBE: That just came in. That came in 


| 
| 
of January 30th. ' | 


THS COURT: There is another exhibit that had five 
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or six pages in handwriting. 


MR. BEEBE: I think I know which one you are 


referring to. 


THE COURT: Here it is, Exhibit 35. 


That exhibit has a ratio starting in February 


and running! through March. 

| MR, BROOKS: There are also computations by the 
exchange which shows that after the 500,000 deposit on 
January 30th the firm was in compliance, and there are 
similar ones that show that after the February 20th 
million aintines plus deposit the firm was in compliance.-. 


THE COURT: There was a September ratio here with 


_ a 1569 -- 


MR. BEEBE: September of what year? 
THE COURT: 1969. 
MR. BEEBE: This is the 1968, sir. ‘You will see,, 
mine really starts going -- 
THE COURT: I know, that's one of the problems. 


I am troubled by what it has in it and what it doesn't 


have im. it. 


‘MR. BROOKS: The 1968 ratio is attached to 
Plaintiffs' Exhibit 35A, your Honor. Mr. Schuette's 
schedule show a whole bunch of ratios also in compliance 


with the capital rule. 
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THE COURT: Which one is this? 

MR. BROOKS: Exhibit 35A. 

MR. BEEBE: That is what his Honot is addressing 
himself to. 

THE COURT: That's the very one. 

MR. BROOKS: I think there are others throughout 
the period where we do have an equal amount of good ratios. 

THE COURT: We have the one for December 3lst, 
I think. 

MR. BROOKS: Yes. 

THE COURT: And it is not until January 12th 
that we have the first one that exceeds -- 

mm. BEEBE: January 13th. 

But, your Honor, it is right on there, and 
I would say that the purpose of this primarily is to show 
that there is none, just what I was asking Mr. Bishop 
on the stand. I believe that there really is not one that 
the exchange found after October 31, 1968. 

MR. BROOKS: Mr. Bishop testified that all those 
times when they didn't charge a violation there was 
compliance. 

MR, BEEBE: I found that pretty ridiculous. 

THE COURT: I do not think I would permit that 
as an exhibit for the jury Limite as it is, and I think 
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to the extent that it is a discretionary matter with me 
at this point I am not going to permit it. 
You can, of course, argue from those figures 
all you want. 
MR. BEEBE: Can I make just one suggestion? 
THE COURT: Yes. 


MR. BEEBE: That I would undertake toniht to 


put in the earlier figures from Exhibit 35 and any place 


else I can find; there is another Lybrand figure that is 
not here that is also whens 3,000, and give it to Mr. Brooks | 
early tomorrow morning, and if he :as some others I will 
‘ada his. I would ne have a complete exhibit. 

THE COURT: Well, you gentlemen have other things 
to do tonight than to prepare schedules. 

MR. BEEBE: Well, I am all set to go. 

THE COURT: All right. 


(Adjourned to May 20, 1975, at 10 A.M.) 
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MARGARET. MARY McDONNELL MURPHY, et al. 


Ve 
McDQNNELL & CO., INC., et al. 


May 20, 1975, 
10 A.M. 


(In the robing room.) 
THE COURT: Now gentlemen, with regard to 104 
and 105 for identification and the issue of arguing to 
the jury, did the Securities and Exchange Commission give 
its imprimatur to these transacticns, Mr. Brooks, I am 
going to take that issue out of this case based on Mr. 
Beebe's concession to ma yesterday that would be satisfactor 
to him; that if it were out he would then not press 104 7 
and 105 for identification. 


Now let me just give my thoughts on this: so-you 


~ 


and I think that would be best. 
These letters, coming in as they do at the tail 
end of the cross-examination of Mr. Bishop, at the twilight 
of this case, create a lot of problems. 
I concede that iartatnte 104 in its paragraph 12, 
while it doesn’t mention McDonnell, arguably refers to 
, things that have gene on in this case; arguably, not clearly 
but arguably. 
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And yet if.this letter were in, I would regard 
it as a prejudicial document all by itself. 

X note that it 4s not being offered as a statement 
of opinion by anybody at the SEC because it is not being 
sponsored by that person subject to cross-examinations It 
is only being put into this record as something that. came 
to the attention of. Mr. ehh: and it would not come in, 

Mr. pean, for the truth of the matter contained in it, 
other than it is a statement of the SEC to a certain extent 
that comes to Mr. Bishop's attention, because neither. Mr. 

- Pollack nor Mr. Cohen are here subject to cross-examination 
oa any statement of fact. Therefore ern is inappropriate, 
to treat it as a statement of fact. 

On the other hand, if the letters were in, Mr. 
Brooks would then be definitely entitled, in my judgment, 
to an adjournment of this trial to deal with these letters, | 
whether he wants to call a participant or call Mr. Pollack | 
or call Mr. Cohen, or whatever. 2 

And it is for these reasons that I feel that 


given the fact that these letters are after the fact, that 


we would then have occasion following the review of the 
Commission's oversight of the entire ii:dustry, which could 


conceivably be as long a trial as the one we have already 


| 
they would broaden this case all out of proportion, because | 


| 
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been on just Laveteben. she: Seponee’’ Company - I would 
feel as a matter of discretion I would accept your 
proposal and, based on that, exclude these exhibits. « 

Now, Mr. Brooks, what say you to this? 

MR. BROOKS: Your Henor, I think we can solva 
the problem without completely cutting away the role of the 
SEC, because I think it is important. 

Under 19(a) of the Exchange Act, the SEC had the 
clear authority over; McDonnell, and we have seen quite a 
bit of evidence that it scrutinized McDonnell, had its 
examiners in there, and got essentially the sams reports as 
the exchange. 

I appreciate the problem in the two exhibits, 
because as our charge was cast, it said the SEC knew what 


the exchange was doing in respect to McDonnell and didn't 


do anything about it, and therefore could be suid to have 


approved the exchange’s program for McDonnell. 

However, I think that we can say that the SEC 
knew whatever information ths evidence shows it knew about 
McDonnell and did nothing to McDonnell. Wo mention of the 
stock exchange or its program, and I have proposed two 
modifications of the charge 33A. 

THE COURT: Have you seen those, Mr. Beebe? 

MR. BROOKS: I have given those to Mr. Paabe. 


SOUTHERN DISTRICT COURT REPORTERS. U.S. COURTHOUSE 
FOLEY SQUARE. NEW YORK. NLY. ~ 794-1020 


EM fo SUPER e ag e 
fi ia Bac See alee oe aE eae PRESS tl ini scene wre ence 2 


2354 

MR. BEEBE: I have seen those just this morning.. 

I am quite troubled by those because — same 
issue is there, the issue of tacit approval, or whatever 
the SEC did or didn't do, or did or didn't know, without 
my having an opportunity to present the SEC’s side ofthe 
story. 

The SEC is not on trial here. 

It is not — well, I will let you read those. 


and then I will make my argument. 


® 


THE COURT: Suppose we took 33, the shorter,.-and 


changed it to read, in substence: 


é 


In determining whether the exchange purportedly 
| | 
regulated McDonnell, you may consider the conduct of the | 


SEC given the information it had available to it at the time 


what it forces me to do is say that the SEC, one, didn't 
have the right information; two, had some sort of motivation 
not to act - this is what Congress later said was what 


happened —- and three, the fact that the SEC does not-act, 


4 
i 
| 
i 
i 
{ 

A 


MR. BEEBE: I think completely not, sir, because | 
| 
| 
| 
as you know, sir, from no action letters, and things like | 
that, is never a sim of any blessing by the SEC. : 
The SEC ones: Unless we affirmatively .tell you 
that you can éo it we always hold the right to come against 
you for what you have done. | 
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and, aix, in this case — this is somthing x 


didn't bring up yesterday because I thought the issu 
was put to bed - the SEC did act. Exhibit K anc 4, which 
is within Exhibit 16 of this trial, the SEC acticns ‘ai 

MR, BROOKS: I think they were taken off the 
exhibit when they were in, your Honor. 

MR. BEEBE: I am not sure that is right, but I 
may show them to his Honor? 

MR. BROGKS: Sure. 

- we don't dispute that the SEC took action after 

McDonnell -- 

MR. BEEBE: Of course they took action. 

I think they are in evidence, but that is not -- 

THE COURT: No, they are not, as I remember. it. 

MR. ‘BEEBE: Were those the ones that were taken out 

THE COURT: Yes, those were the ones that were 
taken out. : ae 

MR, BEEBE: Then they should be in evidence if 
we are going to join the SEC issue. es 

That is really my basic point, is that all. along 
in all the exhibits, many of which I offered yesterday, your 
Honor, yesterday morning, in the case study, and so on, 
all of them go to what you said is not an issue in the case 
because it is trying the SEC case, and they are just kind 
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of bringing it back in here. 


Can I make one other point? 

THE COURT: Yes. “im 

MR. BEEBE: And the other point is that under 
Section 6 the Stock Exchange takes upon itself primary 
responsibility for enforcing the laws, and that's, what the 


Stock Exchange said they were doing here. Beiter a 


Now to turn around and say the SEC didn't do some- 


thing and therefore we have got a blessing and turn the 
statute on its head — 

MR. BROOKS: I am not asking for a blessing of 
the Stock Exchange, your Honor; I am asking for a charge 
that the SEC had concurrent authority over McDonnell and 
‘knew certain things about McDonnell and did nothing until 
after March 13th. ce 

Paul McDonald testified he went down to the SEC 
and told them he needed six weeks and got the six weeks. 
r think that is something the Jury can consider. vel 

THE COURT: Well, I think, Mr. Brooks, in the 
overall this opens up that the law describes as a can of 
worms that I am not going <o permit to be opened here. 

So I will withdraw that issue based on Mr... Beebe's 


representation that that would be appropriate to hin. 


MR. BEEBE: I think if it is out of the case that's 


SOUTHERN et ee Bonin oT US. COURTHOUSE 
TET re 


. er ener perenne rare see i AAD nt SRA EPRI Mate 


neal 


sih 


the best way to handle it. at. this point.. 

Now, some things are in evidence, because Ca 
Exhibit OO oF 000 the letter that they sent down, the.SEC, 
I don't know how I am going to deal with those. 

THE COURT: Now I am going to take certain issues 
away from the jury, ana this has to do with what you can 
expect in the way of charges, and will cause you to want 
to exercise a blue pencil in the course of your summations. 
So certain magnificent words and phrases that you were 
prepared to hurl at the jury you can delete. 

x am going to take out of the case the fraud 
claims based on 10(b) (5) insofar as they are asserted 
against the stock ‘irene | 

XY don’t find any proof here -- and, Mr. Beebe, 
hear me out on this, and if you can persuade mé to the. 
contrary I will be prepared to listen to you - x don't 
find any proof here that the exchange had any knowledge 
that Murray McDonnell's statements were being made, let 
alone were fraudulent. | 

I don't find any proof here that the exchange 
had any reason to suspect that Murray McDonnell, assuming 
he was committing fraud, in fact had fraudulently obtained 
any money. 


I don't find, certainly in the context of this 


ee 
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case, that it was the duty of the. stock exchange to screen 
the knowledge of the contributors to the capital of the 
company, given the circumstances we have before us on - 
this trial; nor do I find that there is any duty as a 
matter of law, certainly in the context of this case,. 
on the stock exchange to inspect the signatures on the 
roll over of this. debenture to see that Murray McDonnell ie 
not Goumit the frand that he is alleged to have committed. } 
The proof as I remember it thd went to the in- 
spection of the trust instruments went to see whether the 
trust had the power to put the money into this kind of an 
instrument, not whether specific precedural steps had 
been in fact taken. 
As a result of this I don't see that the plaintiff. 
could justify a 10(b) recovery against the exchange either 
with the exchange as a participant in ‘this fraud in some 


way, or as an aider and abettor, or as a control person. 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
: 


_. SOUTHERN DISTRICT COURT REPORTERS. U.S, COURTHOUSE __ 


2359 


I must say I do not understand how it was 
arrived at, the determination of the controlled person. 

It seems to me a regulatory body is characeable to the 
extent it has to be requlated and not under some other 
additional or lesser duty. It seems to me that any other 
conclusion here would make the stock exchanqe an insurer 
because what you get into, as I see it, is if the exchange 
has a duty to supervise, let's say, what is told Mrs. 
Murphy, suppose they miss something and some very able 
lawyer like Walter Beebe is going to come in and say they 
didn't tell them item 6 and item 9, and alternatively 

if the stock exchange, bending over backwards to make sure 
they told them every item, tells them 25 items. The 
company is going to say "We would have gotten this money 
and stayed alive if you had not told so many things" and 
the borrower says “If the stock exchange took 25 minutes 
to tell me these things, I am not interested. 

Also, a lender could claim that the stock 
exchange puts its primatur on the loan thus becoming 
involved. You would have an entirely different matter, 
my judament, if the exchange knew the money had been 
obtained by fraud. We don't have any such thing. 

I don't regard, I don't think you really 


reqard, any more the knowledgeability letter as bearing 
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MR. ‘iene I'll answer when I can interject. 
THE COURT: It is not a letter impartine any 
knowledge. I don't see that it-made any difference. 

They would have signed it anyway and the money would 
still have gone in. 

Mr. Beebe, do you have anything you want to 
observe that might cause me to feel differently on these 
items? 

MR. BEEBE: May I ask first, sir, are the 
rest of the charges substantially going in? 

THE COURT: Let me get to that. 

As far as the regulatory claim is concerned, 
I am withaewetins from the jury those aspects of it which 
impose a duty on the stock exchange to supervise the 
representations that McDonnell makes to anybody. I dont 
think Section 6 puts upon theia a duty to supervise 
Murray McDonnell's statements to his sister. 

MR. BEEBE: Or to any outside -- 

THE COURT: Or to any outside res without 
being aware that there is some fraud involved. 

There is no history here that McDonnell & 
Company had ever failed to disclose information in the 


past, so the exchange was on notice that Murray would he 
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running around the country committing frauds if he did. 

I don't see that you can infer this from the speed in 
which the money was gotten into the company, particularly 
where it's normal in this industry that speed is needed 
when there is a net capital violation. 

To contend to the contrary, aS a matter of 
law, it seems to me the stock exchange would have to he 
present at family discussions and make sure that McDonnell 
said what the exchange felt it was obligated to say anyway 
under: the securities law. 

I incorporated in there my thoughts earlier 
about putting the exchange in the ere of being an 
insurer. 

Also, Mr. Beebe, do you contend that 


McDonnell should have been immediately suspended on 


January whatever it was in 1969 upon the Lybrand report 


coming in? 

MR. BEEBE: I think I have spread my - 
contentions on the record that they should have. As 
soon as the problems arose and grew grave, late in 1968, 
the stock exchange should have begun to take measures 
to do something about it and they didn't. 

THE COURT: Should they have suspended? 


MR. BEEBE: What they didn't do is important. 
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They didn't do anything. And I think the important 
thing about 1968 and into 1969 is that they had a whole 
array of alternatives available to them and they didn't 
persist in any of them. 

THE COURT: Specifically, do you intend to 
claim -- and then I would ask you what the proof is you 
base it on -- to this jury that there should have been 
a suspension of McDonnell before the plaintiffs put their 
money in in late January and early February. 

MR. BEEBE: I have earlier answered that 
as best as I can. 

THE COURT: I wanted to be sure. You claimed 
you didn't claim that. I want to be sure. 

MR. BEEBE: I think I have spread my position 
in the record in the course of the argument at the end 


of the plaintiffs' case. Since then we have strengthened 


it a great deal in showing through the Stock deposition 


and Mr. Bishop's on the testimony that there were an 
array of alternatives tothem, none of which they drew 
upon or used. 

I also would have, if given an oppertunity 
to show the biased uthoheien: that they did take strong 
measures. I submit they took proper measures that they 


didn't take here. 
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They also took measures later in '69. Why 
not earlier? Why didn't they take them earlier? Because 
they bought the time with ar client's money. 

Is there anything else to go to the jury on 


other than this? 


THE COURT: I want to await your argument. 


One of the things I am not clear on in my 
own mind is towmat extent you will marshal the facts in 
terms of the reasonableness or unreasonableness of the 
regulation. We had an entire day's arqument on this 
at the close of your case. There is not a lot more in 
the case. I'm going to await hearing what was given 
to the jury on that. 

It seems to me that the jury should be 
told by you that they can find for the plaintiffs on the 
ground that McDonnell should have been suspended upon 
receipt of the Lybrand report. a8 wanted to see what 
evidence you had. 

MR. BEFBE: I put it in terms of strong 
requlatory measures being taken. I don't pinpoint one 
particular arrow pulled out of the sling as opposed 
to what was available to the stock exchange. There 
was mention of fines, censures, disciplinarv proceedings. 


They could have sent letters, warning letters. They 
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could have sent a letter as far as capital was concerned 
without having any need for a formal violation heinag found 
as early as September 4 when that first little note by 
Mr. Waterbury which said: Why don't they get more 
capital? He was a pretty high official. He was 
assistant chief examiner. This was not some local little 
fellow down in the ranks. 
He said that: Why didn't they get more 
capital? Why didn't they take some steps to do something? 
Are there any other blue pencil items you are 
‘thinking of? 
THE COURT: No. 
MR. BEEBE: May I ask you, with all due 
respect, what is left in the charaes? 


MR. BROOKS: Let me raise a question 


MR. BEEBE: I have to come back to these 
two particular items that I do want to address. I would 
like te know if there is something left of the charges 
that still gives me a case to go to the jury on. 

MR. BROOKS: I would like to ask whether 


Section 6, James McDonnell, still remains in the case in 


view of Judge Lasker's decision. 


THE COURT: As to the balance of the 
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requlatory case I want to hear what the summations 
are. 

MR. BROOKS: There is nothing in the 
summation which would really be directed to his status 
as a voting stockholder. The person who acted as a 
partner, as in the Sloan case, that's a decision of law 
as to whether such a person has standing. Sloan, Judce 
Lasker said, the general partner, did not. When you have 
a corporation that's a member firm, I think the voting 
stockholder who was active in the management, as James 
was, is in the same boat. 

THE COURT: I want to hear argument en all of 
this. When I have heard the tractual picture -- 

MR. BEEBE: I would like to say some things 
about 10B5 regulatory points. It’s something that needs 
some attention if there is still room for persuasion. 


THE COURT: I would be glad to listen, but 


I have been grappling with this problem since the first 


week of the case. 
MR. BEEBE: I start with 19R5, your Honor. 
First, I refer to our brief and to the law 

in this area and all the prior arguments and the evidence 


in the case. 


On top of that, here you have an entity, the 
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New York Stock Exchange, that wears two hats, both the 
seaateuiers hat and the self interest hat, which I think 
you have seen a good deal of evidence about. 

Here is an entity that obtains a great deal 
of knowledge about -- just take it as given at the moment 


for the purpose of ‘this juncture right now -- obtains a 


adverse, and then we'll take two courses. One course 
sits on the sideline and doesn't do anything. What 
happens here, however, is under its own, for its own 


reasons, it goes and orders McDonnell to go out and 


| 
| 
| 
| 
| 
| 
raise the funds. That puts it in quite a different 
position than a non-participant. os 
rt did have knowledge; not just reason to 
suspect, but it had positive knowledge of the adverse | 
facts and it took no steps to make sure that that knowledde 
was transmitted to whoever was going to be the 
- contributors of the money . | | 
Remember, your Honor, in the exhibit dated 
' January 9 they mentioned that an institution was coing 


to contribute the money. Later on there were other 
people that seemed to he coming in with money. There 
t 


was never a mention of family. 


In fact, Mr. Bishop took the whole family 


great deal of knowledge which is adverse, materially : 
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out of this case when he conceded on cross-examination 
that he didn't even know that they were going to the 
family. He didn't know about the family until the 
family came in. 

At that point, I respectfully submit, when a 
fellow knows that a auy is going to qo out and tells him 
to go out to raise the money and doesn’t do anything to 
make sure that the adverse information is communicated, 
he is aiding and abetting a 10B5 fraud. 

You keep mer.tioning Murray McDonnell talkina 


to his ~ister and mother. They didn't know that was 


going to happen. 


When I talked about knowledaeability letters, 
the importance is that some step is taken -- you “on't 
have to call it an ackncwledqement letter -- some notice 
is given to the potential investor of the materially 
adverse facts. I submit knowledgeability letters is 
not enouch notice. They didn't do that hare minimum. 
That's the impovtant thing. 

I'd say very straight down the line, I think 
it's a mistake to take this away because this is really 
an important step that a quy in their position has to take. 
The New York Stock Exchange has to do sorsthing to 


communicate this information. 
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THE COURT: I don't agree to this extent, 
which I think changes the picture a little bit: 


The exchange didn't direct them to get the 


“money. The exchange in substance told them if they didn't 


have the money in two days the firm would be closed. rt 
is not “You go get the money,” and t>erefore there is a 

_ duty to see to it. They are saying "If the enn is 
not here we have no alternative but to close this firm 
down." 

MR. BEEBE: May I respectfully suaaest if 
you are going to do this -- I'm narrowing it for the 
moment to the 10B5 point -- you do it after the jury 
comes back. You said the implication is there. The 
jury «cild reach a different hel Cab caid, I think in 
fact the*contrary. Mr. Bishop came in, stood behind 
the chair, and directed, commanded, “Go raise the 
funds." | 

THE COURT: There comes a point in June 
that the same commana ‘* in existence and they don't 
get' the funds. 


MR. BEEBE: I'm not claiming fraud in June. 


I'm claiming it right then and our people -- 


THE COURT: It's a question as to whether 


the exchange has to get into the relationship between 
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the borrower and lender at this point. 

MR. BEEBE: It's aiding and abetting. 
Let the jury decide that. 

THE COURT: They don't know what Murray 
says. If they knew, that would be another matter. 

MR. BEERE: They didn't take any steps to 
make sure the information is communicated. It's not as 
if they had no relationship with the parties. They did 
have one. They had the relationship of Section 6, and 
that relationship is protective of subordinated lenders, 
and that's the special situation here. That's the 


nexus, the connection, between the two, and I think the 


jury should have been able to decide that otherwise the 


gist -- that’s what their duty is. They're not womeone 
out in left field. They're right in the middle. 

THE COURT: Do you want to argue that, 

Mr. Brooks? I grappled with this problem for a couple 
of weeks now. 

MR. BROOKS: Your Honor, I think in all the 
cases, they are to the cortrary to Mr. Beehbe's argument. 
Taking the Beebe case in Chicago, he had essentially the 
same kind of situation where a person bought some voting 
stock in the firm. His name came in for approval 


as a voting stockholder. They said he could he a 
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voting stockholder. The judge found the exchanae was 
not a party to that transaction. He found that the 


company from which he bought the stock had no responsi- 


eee at ell ea ale Nida A lll te il ed aaa ete 


bility. 

When you don't know the fraud and you don't 
actively participate in the transaction you don't have 
the responsibility. When you have a brother talking 
to a sister, and a brother talking to a mother, and a 
brother talking to a brother, admittedly the exchange did 
‘not know about it, but after these applications came in, 
is the exchange expected to go and intrude in that 


relationship and say to Mrs. McDonnell, "Your son, who 


| 
4 
4 
q 
| 
| 
i 
| 
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has been running this firm since 1945 and knows all 
about the security laws because he's underwriting every 
day, and he has an advisor, did he tell you the real 
square story, Mrs. Anne McDonnell?" She would have 
thrown him out. It's ridiculous. 

THE COURT: Given my rulings of this 
morning, do you want 20 minutes to recast your opposing 


arguments? 


MR. BEEBE: I had paused after the L10BS. 
May I address the regulatory one for a moment ? 
THE COURT: Yes. 


MR. BEEBE: Y don't understand it -- 
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MR. BROOKS: As to who carries the burden -- 

THE COURT: I'm not clear, Mr. Brooks, as to 
whether it is or not. I'm not clear because I never 
have been able to understand in this case what the claim 
is with regard to anybody's ability to get out. 

MR. BEEBE: That's their burden. 

MR. BROOKS: I thought it was the plaintiff: * 
burden. 

*. 

MR. BEEEE: If they say I could have 
gotten out or done something else, that's for them to 
prove. 

Can I address ~-- 

THE COURT: I have reserved decision. The 
factual problems of going in and coming out, maybe yes 
and maybe :.2, have been very troublesome. That's why 
I want to hear the summations on these issues. 

MR. BEEBE: May I go back and address the 


regulatory, and one more thing on the 10B5 which is 


both. 

You say that you ere troubled with a reaulatory 
agency telling people adverse facts and therefore it 
becomes some kind of insurer and might not it be liable 


to someone if it goes too far. When you have the 
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vetactonsite of the duty of one to another you have what 
ts called a qualified privilege. That's what they had 
here. | 

they could have and should have told people. 
They ant hide and pened eevee thinas hased on some 


claim that it's .bad for them anda it's bad for the New 


York Stock Exchange if they seveal it. That's a fancy 


way of committing a fraud. 

There was a fraud en here. I think 
based on all the evidence in this case it is clear there 
was a fraud committed. 

The requlatory duty, you are saying, the duty 
to supervise representations to outsiders, is not part of 
oe Section 6 duty and there is no duty of due care 
by the regulator to find cat whether they were or were 
not committed, and ...@ regulator doesn't have to do 
anything about that. x take an exception to all these 
because I don't think that's the way it works. 

THE COURT: Mr. Beebe, just a comment on 
that, ae last observation. 

Tnese are family transactions which 
strengthen my position. 

MR. BEFRBE: They didn't know it was femily. 


THE COURT: One of the puzzling aspects of 
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this case is that nobody sued Murray. Nobedy called 
Murray McDonnell. Nobody read from the deposition of 
Murray McDonnell. 

MR. BEEBE’: That's why I wanted to read 
WWW. That was Mu Tv: "“cDonnell’s letter. | 

THE COURT: That's an uncrossexamined 
apologia and plea but I assume somebody took a deposition. 

MR. BROOKS: “At length. 

THE COURT: Mrs. Muxcphy didn't want to sue 
her brother and Anna didn't want to sue her son. 

MR. BEEBE: Your Honor, the New York Stock 
Exchange didn't sue Murray. ‘They subpoenaed “%-rray 
as I did and they didn't call him. 


THE COURT: I “ina that interesting. 


ee 
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MR. BEEBE: I don't ascribe te that. 


That's rot on the record. 


THE COURT: I call attention to that, 
when uou get down to saying the stock exchange participated 
in this fraud, this was a bunch of family telephone 


calls. That leuves you in the context of this 


AR my Sy eats 7 x : 


case in less than a sympathetic position. 
MR. BEEBE: All I ean say -- 
THE COURT: Maybe Murray has na money to 


pay Mary but it is interestimy that the man allecedly who 
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made all these false statements is not in the courtroom. 
: In any event, go ahead. 
MR. BEEBE: I would like to ao ahead. 
We put ina proposed charge that said in 
essence there is no family exception to the securities 


laws. 

THE COURT: I would be perfectly pleased to 
make the statement that who the parties are doesn't have 
any legal effect here. 

MR. BEEBF: That also coes to mane you 


were just raisinc. The other point is that I could -- 


THE COURT: The point I was raising was an 


observation and not a point. 

MR. BEEBE: The observation then. 

I would say at the beginning of the case 
I expected them to arque along the lines you are saying. 
I would not buy that arcument. but I expected to hear that. 
There is a good reason for not hearing it from their 
side that they relied. They can't araue that they 
_ relied on Murray telling the brother and sister because 
they didn't know ahead of time, but that's where the money 
was coming from. That is vital. I can't underline 
that enough. They didn't take any steps. 


The doctrine of wanton disreaard, do you know 
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that? They had wanton disregard of their obliqations. 


THE COURT: Let's somehow bring this to a 


MR. BEEBE: TY said my piece. I am not 
what is left in the case. 

THE COURT: I assume reasonableness or 
unreasonableness of requlation leading to events at 
McDonnell & Company and the proximate cause hetween 
and clients’ losses. 

MR. BROOKS: While on that point, I think I 
will be discussing some knowledge thatthe parties had 
after thev make their transaction haan I think it caoes 
to proximate cause, the argument that they knew of the 
problems and could have gotten out and made no effort to 
get out or even explore that opportunity. So 1f you 
hear some disclosure arqument, it goes = that. 

THE COURT: I understand. YGu axe all 
competent, fine, counsel here. | I am sure you will 
arane appropriately. 

MR. BEEBE: I'm going to try, sir. 

There is the unreasonableness of the New Vork 
Stock Exchange requlatory conduct under Section 6. 

THE COURT: You have been arquing that their 


reaulation was unreasonable and that that caused your 
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clients damace. 


MR. BEEBE: That's one of our contentions. 


That's still there. 


THF COURT: You find it to he 


expect to hear you argue pa ale 
MR. BEEBE: Yes. 
| 


The other point, the debenture rollover 
and how that works here. 

-.When vou have funds in here -- 

THE COURT: Mr. hesbe, I'm not aoing to rule 
on that. Mr. Brooks asked me about it: Is that in? 
Bs een hearing the factual Senasbetiar mn Lt. I'm 
troubled, still troubled, by various aspects of whether 
the cabewk anonewte this claim oe that claim. 

MR. BEEBE: -Y would like an opportunity 
before you make some final determination, if it's aoing 
to ge against me, to be heard on that. 

Would you advise the jury 
you have carved out the fraud claim with respect to 
their consideration? 

MR. BEEBE: I don't see how you do that 
very well. 

THE COURT: I'm going to submit to them 


“what the issues are. 
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MR. BROOKS: That issue against tle 
exchange will be regulation and not disclosure. 

THE COURT: That‘s riqht. 

MR. BEEBE: I have to draw the fine line of 
talking about the 1085 issue just against McNonnell & 
Comnany. 

MR. STEIN: I'ma little puzzled about the 
debenture situation as fo whether or not there is a 
19B5 case here. What you may have here, if Mr. Beebe 
is correct in his allecation, is a malfeasance case on 
the part of a trustee, which claim could probably he 
brought by a beneficiary of the trust or one of the 
co-trustees. | 

THE COURT: I don't know that we need to 
arque that. I'm not going to rule on it as a matter of 


law. f will leave that to your assessments of the 


evidencé in a three-weeks trial at this point and then 


we'll go from there. 
Do you want 29 minutes? 
MR. BROOKS: Yes. 
MR. SEEBE: Half an hour, pease. 


(Recess) 
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(In the robing room.) 

MR. BEEBE: As we assembled out there Mr. Stein 
approached the lectern and gave indications he was going 
to go first. ! 

: Mr. Stein went first in the opening, and in this 

district it is einen in the reverse order. 

So if I went first Mr. Stein sui second, and 
then Mr. Loflin and then Mr. Brooks. It is in the reverse | 
order, and, in fact, Mr. Stein and I had colloquy yesterday | 
to that effect, and I am surprised they are trying to ay 


the order, and I naturally olf ect. 


MR. BROOKS: Would you like to go first? | 


MR. BEEBE: I would like you to go first in the 
regular order. 
MR. BROOKS: I don't want to go first. 
MR, BEEBE: It is the caenie order, your Honcr, 
always in this district. : 
THE COURT: Mr. Beebe, the rule usually is that 
oa side the eran can within limits adjust their own, 
and if there is a dispute the judge generally makes them 
go in the way the caption runs. 
Now, the caption here would cause McDonnell & 
Company to go first and then go up the line. 


MR. BEEBE: As I understand it, it is the reverse 


rd 
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order than it was in the opening statements. 


MR. BROOKS: I never heard that rule, Mr. Beebe. 


THE COURT: I never heard that rule either. 

Let me ask you, wha difference does it make? 

MR. BEEBE: It is only what the usual practice is, 
as I understand it, and I think it is the correct way to 
do it in this district, and if it is going to be changed 
around in this situation, I guess there is nothing I can 
do except note my objection on the record. 

THE COURT: All right, not* your objection. 

(End of robing room discussion.) 

(In the courtroom in the presence of the jury.) 

MR. STEIN: Good morning, ladies and gentlemen: 

We have now reached the point in the case where th 
lawyers have the Opportunity to discuss the evidence. in 
the case, and to draw certain inferences fron the evidence. 

I know you have been sitting here for a long time 
now, and I would like to thank you for your consideration 
and your attentiveness, and also acknowledge the fact that 


we lawyers realize that the task of a jury, particularly ~ 
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in a complicated civil such as this ene, is not an easy one. 
I do hope that it has been a rewarding experience, 


and that you go away from this case with a renewed apprecia- 


tion for the legal process, 
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* ask for your depts just a little longer 
; because em is a lot of ground to cover, and I want to 
get right into it. 
I think the first area of inguiry in a case 
in which there is a dispute between people, between human 


i beings, whether they are corporations or whatever, is to 
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consider who are the plaintiffs, who are the defendants, 
before you even get into what are they fighting over; 
because who people «re and the way that pecvle relate 
each other, the relationship that they have with each 
I think tells us a great deal about the dispute. Te 
a certain light on what we are dealing with. 

X think that’s true about an argument which ts 
pete people that takes place outside of a courthouse, 


and I think it is equally true about what takes place -inside 
a courthouse. 


ce aim rie ine il Ml Radlett ln SB 5 oe 


So let's look at the character of the parties 
just for a moment : ‘here before we discuss any evidence. 


Who are hia plaintiffs? 


| 
| 
| 
| 
| 
| 
| 
| 
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You know that the plaintiffs comprise the widow 
of the founder of a now defunct brokerage firm that was 


called McDonnell & Company. Mrs. Anna McDonnell is a plain-~- 
tite. 


We know that another plaintiff is the son of the 
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founder of McDonnell & Company, James Francis McDonnell, Jr, 
maPs know that the third plaintiff in this case is 

a daughter, Mrs. Murphy. 

Now, Mr. Baebe, who represents thesa plaintif#s 
in this case, when he made his opening -—— it seems liks 
a long time ago -- he mentioned that at least two of-his 
clients, Mrs. McDonnell and Mrs. Murphy are not sophisticate 
investors. I think he referred to them as pigeons, was 
the expression he used, and that they were somehow taken 
advantage of by McDonnell & Company in the persan of one, 
Murray McDonnell, who is not a party to this litigaticn. 

Now, it is interesting to note, as it was die, 
teresting to ms Shei that no claim cencerning lack of 
sophistication is made regarding James McDonnell. . 

Mr. McDonnell testified, and I den‘t think any 
attorney in good conscience could make the claim that James 
McDonnell is not a very sophisticated businessman. ..- 

Let's qet back to Mis. McDennell for 4 moment, 


because Mrs. McDonnell unfortunately was not able to testify 


nature of her cluim as a result of testimony that was taken 


outside of this courtroom some time ago in what ‘udge Oven 


| 
| 
in the courtroom, but we did learn a good deal about the 


has told you is called a deposition; and I think you get | 
certain insights from Mrs. McDonnell's testimeny, not only 
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her version. about what took place here but what kind of 


@ person Mrs. Anna McDonnell is. 


For example, wa know through her testimony ahd 


we know from the testimony of her attorney, Mr. Ford, who 
testified a week or 60 ago, that Mrs. McDonnell is said 
to be an astute person who always knew what she was doing 
im all facets of her life, and that includes financial 
matters. 
So I think it is fair to conclude from what 
Mr. Ford said that Mrs. McDonnell, although you didn't see 
her, is a person who has a fair amount of astuteness,:. 
of sophistication- | 
Let's talk for a moment bout Mrs. Murphy who has 
been sitting here for this entire time, whom you did have 
an oppertunity to see on the witness stand, and you did have 
an opportunity to hear her version of the case... 
Now, there is certain evidence in this cuse that 
I think indicates ‘chat perhaps Mrs. Murphy was not a neophyte 


or novice in the investment business when she came to lend 
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her securities to her brother Murray, to McDonnell & Company | 
ia January or early February of 1969, 

oo We know, for example, based on her testimony, 
as confirmed by Mr. Olney's testimony, that she had invested 


$150,000 in an aggressive hedge fund known as Mercury 
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We also know that at some time previous she had 


made a rather substantial loan to her brother. Sean. .-- 

We also know with regard to the transaction -: 
as to which it is claimed there had been some kind of-fraud 
or wrongdoing, that Mr. Olney said that Mrs. Marphy was 
familiar with the preéblems of eeenetl: i 

So you have to bear in mind as you analyze and 
consider the evidence in this case, the kind of people 
that we are dealing!)with. 

Now, those are the plaintiffs. wo ee 

Now, who are the defendants in this case? --- 

Qne defendant we ‘enone is the stock entiaes 
and I don't have to go into any great detail about the 
stock exchange. ‘ ae 

Another defendant is the receiver of- McDonnell. 

Now, we learned a certain amount when Mr. Stargatt 
testified last Tuesday about a receivership, what it means, 
how a receivership works. -* wae 

You may have asked yourselves the question:.- 
How did this all get to Delaware? 

McDonnell & Company was a New York brokerage house 
The plaintiffs in this case, except for Jamas: McDonnell, 
appear to be New Yorkers, or, at least, residents of this 
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area; and what is going on in Delaware is really a very 


simple explanation. McDonnell & Company when it was alive, 


was alive as a Delaware corporation. It is a formality 
that involves lawyers and accountants, that when a company 
is formed sometimes there are good reasons to go to a state 
other than the state where the company is going to do . 


business in. “4s 


Delaware is a very popular place for corporations 


to be chartered cr to be born out of. 

Now, if we use that analogy -- and I don’t nen 
to carry it too far -- McDonnell & Company was born in 
Delaware some tim: in the early part of the twentieth 
century, and if it is going to die, if it is going to be 
pat to death legally, it is put to death in Delaware. 

So that the Delaware court oversees the juntas 
er the putting to rest of a Delaware corporation. Am in 
so doing the Delaware court tries to protect persons who 
might otherwise be injured by the demise of the corporation. | 

In this case what the Delaware court did was to 
appoint a man by the name of Bruce Stargatt to be its. 
receiver, and it was Mr. Stargatt‘'s job, as he nee 
to all of us last week, to go out and collect the money 
and assets, whatever he could so that these properties, 


let's call them, would be available to creditors and to put 
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them in one big pot, and then to decide who. among the 
many people who may have claims against McDonnell. & Company 
as a result of their dealings with McDonnell & Company durin 
its lifetime, are entitled to payment, and in what amounts. 
So it's really a two step precess. First the 
receiver goss out and he obtains whatever is owed tothe 
company and he conserves whatever is in the ccmpany treasury 
in the bank account, and any place else the company might 
have what are known in law and in accounting circles as 
assets, and then he sets up procedures so that the creditors’ 


can present claims which in this particular instance were 


| | 
' 


in writing, and to inform the receiver what they believe 
is rightfully theirs. | 

Now we have a whole variety of people, claimants 
or creditors, who present claims, beennie you may recall 
three weeks ago when I stocd before you and made some brief 
comments during the process of opening, it is necessary for 
a creditor to file a claim, and it is necessary far a - 
receiver to looka the books and the records of the company 
and to make decisions. 

In this instance, as in most instances involving 
receiverships or bankruptcies, the man who has ths legal 
responsibility -- it's not like the president of a ccmpany, 
because the president of a company is usualJy equipped with 
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some. kind of knowledge as to what happened; the president 


of the company, even a large company, is likely to know, 
to have secxs familiarity with the under lying matters that 
gave rise to the claim. 

So you have a receiver who comes in later on 
and doesn't have a heck of a lot to go on except the 
books and recards of the company. 

Now, really, his guf@ing light is fairness. He 
wants to be fair to all the creditors. He doesn’t have 
an axe to grind. It is not a question of any personal 
— there are no personal motives. His responsibility 
is to the creditors. — 

Now, in dealing with the creditors Mr... Stargett 
told us very, very generally what he did. . lait 

First he Sectten who are preferential creditors. 
A typical example of a preferential creditor is the United 
States Government. In your ordinary, garden variety in- 
solvency pxr..reding, which is a receivership or bankruptcy 
proceeding, you always have the United States Government 
to deal with. They go in first. ide 

The next group comprises a very significant group 
of people. Those are what is known as general creditors 
of the estate. | 


When you talk about a receivership or a bankruptcy 
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you talk about an estate in the very same way you tall: 


about a persen who dies and what he leaves behind. ~ It 


~ oe 


is a collection of assets, properties, so that the general 
creditors in any situation are always significant in terms 
of «umber and in terms of right. “4 
Now, in this particular situation Mr. Sta>- att 
talked about a third group of creditors, and these are. 
what he called subordinated creditors. These ure people as 
to which the books and records of th. company showed that 
they made a different kind of a de2l with McDmnell « 
Company. They said, “Pay me last. i am going to pvt my 
money in, or I am going to allw you to use my securities 
in order to shore up capital so that you c.in meat whatuver 


requirements have to be met. I agres to be paid last.” 


| 
| 
| 


Now, that agreement is in the files of ths receiver. 


That agreement is reflected on the ledger sheets of tha 
receiver wo that the receiver can segregate these. claims 


and then he can analyze them. 


So that you have these three very distinct groups 


al 


' mre * 


In many receivership or bankruptcy proceedings, 
I will say in most of these proceedings, a subordinated 
creditor ‘as a caceyory is not terribly important. However, 
= when you are dealing with a stock exchanye member firm, and 
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where this concept. of subordination was during the period 
of time involved here quite important, you do have this 
third category. ie 

Now, the plaintiffs in this case are, as far as 
the books and records of the receiver are concerned, which 
Mr. Stargatt talked about, are in this group of subordinated 
creditors. e 

Now, what does that mean at a practical athe’ 

you have this pie -- let's think of it in terms 
of a pie -— and, obviously, the more creditors that ycu 
have sharing in this pie the thinner are the slices. That 
is what the lawyers and accountants call prorata distributions, 
and you can readily analyze in your own minds as just. 

a pie. 

Now, that’s why it's se important to be fair to 
all the creditors, because if you don't screen and really 
put under a microscope the validity, the sufficiency of 
these claims, you might end up with creditors onthe te 
thin a slice. you might end‘up with sare creditors getting 
thin slices when they shouldn't be getting any at all 


and other ‘creditors who should be paid not getting anything; | 


and this is what Mr. Starqatt set out to do as any. 


receiver would who reports to the court upon appointment. 


Mr. Stargatt in analyzing these claims -- and Tf 
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want to emphasize this -- doesn't know the McDonnells. 


the McDennells who are plaintiffs here. He, in fact,. really 
is a representative of all the creditors, not cnly the 
subordinated creditors, not cnly the general creditors. 
Now, why this lawsuit? Why did the plaintiffs 
in this case make the decision to sue the receiver of 


McDonnell & Company? 


There was testimony by the plaintiffs and by Mr. 
Stargatt that the claim, the piece of paper that announces 
to the Delaware court and tothe receiver, was allcwed, and 
the fact is that the claim - the evidence of that fact is 
that a piece of paper was presented to Mr. Stock; Mr. Stock 
had looked at his books and records and he said, “yes, 
this is a claim against McDonnell & Company, but because 
of the agreements in the case of ‘irs. Anna McDonnell and 


in the case & Mrs. Murphy, where these plaintiffs said, 


'r will go last, pay me last, pay everybody else first,°" 
Mr. Stargatt took that chat and he handled it as a catawes 
3 claim, or as a claim that was not a general claim against 
the estate: because if he handled it as a gereral claim 
against the estate, to get back to this idea of the pie, 
that part co the estate and the slices of that pie would be. 


cut down very substantially. 
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Let's talk about Mrs. Murphy's claim for a 
minute. I think numbers are important here. 

Mrs. Murphy told the receiver in the document 
that she handed in to the receiver that McDonnell & 
Company owed her $376,000. You may recall that in 
this case she says she will take $400,000. 

The subordination aareement that she sicned, 
that shows that the value of the securities in her account 
that she actually subordinated was $342,000 and, of 
course, somewhat less than what she told the recéiver. 


Another documert we have in this case 


| 
.| 
| 
1 


is Plaintiffs’ Exhibit 2, refers to even a lesser 
amount, $282,523, against which there is -a debit balance 
of $59,810, which tells a different story. 
We have to reach some kind of conclusion. 

In this instance, if the jury decides that Mrs. Murnhy 
is entitled to anything at all, this is a way the jury 
can perhaps be of service to Mr. Starqatt, because when 
faced with a multiplicity of numbers it becomes a vory 
difficult problem for a man who is a receiver, who is 
reporting to a court, to act like one. 

| That is pretty much it by way of introductory 
comments here. I wanted to qive you some idea as to 


why the receiver acted the way he acted with respect to 
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these claims. 

The plaintiffs in a civil case have what is 
known as the "burden of proof." I'm sure it's a 
familiar term we have all heard. The plaintiff has to 
satisfy you, 4s the jury, that each element of their case 
against these defendants, that is, the defendant Mr. 
Starqatt that I represent and the other defendant in 
this case, establishes what the law calls the 2lements of 
their claim A, B, C and D, all of them, and in a case as 
complicated as this, I think it's fair to Sav it's an 


uphill climb. I'm not saying they can't do it -- 


MR. BEEBE: May I suggest the charge to the | 


jury on the law is the province of the Court and that counsel 
aot confuse things by putting in h. views of it. 
THE COURT: I don't think burden of proof -- 
MR. BEEBE: Ithink “phill climb” is a 
different standard than what your Honor will charce. 
THE COURT: I overrule your objection. 
Comments of counsel are not evidence. They 
are arguments to you. You may accept them if they 
commend themselves to you and vou may reject them if 
not. 
MR. STEIN: Let me add to that. 


What is the defendant required to prove? 


SOUTHERN DISTRICT COURT REPORTERS. U.S. COURTHOHE 
____ FOLEY SQUARE, NEW YORK. N.Y. = 7¥t-1020 


pgr3 2392 
The plaintiff has the burden of proof. What does 

the defendant have to do? Nothing. The receiver 

in this case, or the datdndont in any civil case, doesn't 
have to prove anything. 

I ask you to bear that in mind as you consider 
the evidence in this case. 

One other remark I think is important here: 
The receiver in law is called upon to answer for the 
alleged wronadoing of a ‘man named Murray McDonnell. 
Murray McDonnell is on a party to this litiaqation. 
That's an incontestable fact. 

The plaintiffs in this case, as the accusers, 
are required to prove their accusations against Murray 
McDonnell. These are the accusations that Murray 
McDonnell defrauded his mother, his sister, wis brother. 
They have to prove he made statements that were not 
true and that he didn't say things to them that were 
important. 

The critical aspect of what I just said, 


that he said things to them that were not important, 


really boils down to very plain words. The question 


you have to ask yourself: _If Murray told his sister 
or his mother or his brother the things that they say 


they should have heen told, that is that the company was 
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in bad financial condition, speaking aenerally, ehey 
would not have made their investment in the company. 
They somehow would have acted differently. 

The law calls Sead material. The 
admissions have wee to be material. 

What you have heen hearing for the last 
three-plus weeks has been an attempt by the parties to this 
case to deal with facts, to establish facts. 

I think it's well to recall at this point, 
in any case, what is a fact? I think Mr. Webster has 
defined a fact as something that has an actual existence. 

BR conversation took place. The fact that the conversation 
took place is a fact. Who said what to whom? That's 
a fact. 

There is another word in the Enqlish lanaquace 
that is very much used. I have used it once or twice 
this morning. It's an inference. An ieee is not 
a fact. An inference is something that one derives from 
faces. It's something that we conclude, the why, “ 


wherefore: Why did Mr. Olney ask Mrs. Murphy to lend 


lend her account to MceDonneil & Company? That's some- 
thing you, as jurors, have to conclude. You have to 


ask yourself based on what you neacd in this courtroom 
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and based on what you know aboutthis case and about the 
parties relationships to each other, why do people do 
what they do? That's fairly called an inference. 
Another word that lawyers throw around 


a-lot in speeches such as the one I'm makina is 


‘ a 
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credibility. We all know what that means. Ie it true? 
Is it false? it bel.evable? 

When you sonatas that two peonle have a 
conversation, such as Mrs. Murphy has a telephone 
conversation with Mr. Olney, and two dieliciak: datdieks 


come out of that conversation so that you ask yourself 


"YT don't know who is telling the truth but one thing is 


i 
j 
BI 
| 
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for sure, it's hard to believe that these people were 
even having a conversation with each other,” that's 
something that happens every Sinale moment of your 
human life. People walk away from a face to face chat 
or a telephone chat, any kind of communication that is 
not in writing, and A thinks black and B thinks white. 
You have to decide, based on circumstances, based on 
who they are, based on what is at stake, who is tellina 
the truth. : 

That conversation is, I think, a pretty 
fair example of what credibility is all about. Let's 


stop and look at it for a moment. 
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We know from Mrs. Murphy's testimony and from 
Mr. Olney's testimony that they did have a conversation. 
That's clear. We know that Mr. Olney called up Mrs. 
Murphy and Mrs. Murphy had been awaiting the call hecause 
her brother Murray told her Mr. Olney was aoing to call 
her. 

At this point what was said during that 
conversation diverge. It's like a fork in a road. 
Among other things Mrs. Murphy said that Mr. Olney 
assured her that in lending her stocks to the company 
there were no risks and that the paintinas on the wall 
and the furniture in the office and the seats on the 
a York Exchange or the American Exchance would protect 
Mrs. Murphy. That's what Mrs. Murphy said in her 
testimony in this case. 

Mr. Olney said he never made statements to 
that effect. He said he had been in the securities 


business all of his business life and he knows better 


than to advise lending securities, particularly securities 


which are being subordinated to other people's claims, 
that is something that a person who is in the business, 
he told us, would never say. 

That brings in another concept that I think 


you have to weich in addition to credibility and that's 
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to that conversation invested a areat deal of money in a 
enenaner that anes sour and that person has lost the 
money, ‘ she says. The other person in that conversation 
merely was an employee of the company who doesn't have 
any stake in the outcome of this case. 
When you think ahout whose version you find 
the most credible, the bias, or the interest in the 
_ outcome, is something that has to be given a very, very 
careful etic. 
Put that conversation under a microscope 


in your own mind and think about who has a motive, 
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bias: Tha: is interest in the outcome. One party 


not to lie ~~ we are not talking ahout veople who 
deliberately go around and say things that are not true -- 
but it’s the question of A has a conversation with B and 
each walks away from the conversation. Maybe days or 
weeks or months iater certain events hapnen to color 
what somebody said. That's the kind of thino that vou 
have to think abort when you think what the “urphy- 
Olney conversation. 
Mrs. Anna McPonnell's claim 

for a moment. 

This is a claim for a very, very substantial 


amount of money. She says at one point $4 million. — 
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The first question you have to ask your- 

self, and the overriding question in the case of Mrs. 
McDonnell, is did she establish euana? Did she do that 
by what the law calls a preponderance of the credible 
evidence by. the weight of the evidence? Did she make 
this “uphill climb" that she was defrauded here? You 
have to get more precise here because now I want to 
address myself to what is evidence ‘i this case. 


Mrs. McDonnell does not claim that any fcaud 


is attached to the making of her subordination aqreements 


in 1962 or to 1965. That's not this case. What she 


claims it is is that in January of 1969 she was defrauded 
when she was asked again to lend more securities, lend 
more of her stocks in her account, to the company so that 
the company could have enough money to comply with the 
rules and reaulations of the stock exchange. She is not 
suing to get her money back because her exvectations 
‘were disappointed. This is not a case of what the 
lawyers call breach of contract. This is not a suit on 
a promissory note. 

Mrs. McDonnell has made the claim in this court 
that she was victimized, that she was defrauded. Let's 
see how well that washes acainst her testimony in this 


case and acainst the testimony of Olney. 
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Mrs. McDonnell admitted she was fully aware 
of the risks of subordination. She nowhere denied 
that she had a full awareness of the financial and operatina 
problems of McDonnell & Company in January of "69. 

We know because Mrs. McDonnell admitted it 
‘in her deposition in a case, which was read into 
evidence, and Mr. Ford confirmed it when he came here 


last week, that a certain meeting was held in Mrs. 


McDonnell's apartment in New York City in 1962, which 15 


when she first agreed to lend her securities to the company. 


eke teat iB’ it hich 


We know that Mr. Ford was there; we know that Mrs. Anna 
McDonnell was there; and we know that James McDonnell was 


there; we know that Murray McDonnell was there and we 


We know that Mrs. McDonnell came to this meetina. 


know an accountant by the name of Aaronson was there. 


She had a lawyer and she had her accountant and she had 
her two sons with her. 

Tom Ford recalled very well that he explained 
to Mrs. McDonnell what a subordination agreement 


involved and what was the effect. He also ruled that 


Peo, eee 
jE oe Sin oy 


Mrs. McDonnell was an astute, aware person in all areas 


ish te tne 


of her life including financial matters. 


fostirhahangnorwernetonn 


Mr. Ford really didn't tell us anvthina we 


didn't already know because Mrs. McDonnell admitted on 


eins ng Sa his a ean hw te 


a 
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her own she was aware of the risks involved. She 


admitted she knew conditions of the firm were worse in 


1969 -- this is January of ‘5%. I don't want to 


confuse those two meetings because it would not be fair 


to Mrs. McDonnell. What I'm talking about happenina 
happened in 1962 when a meeting took place. Later on,. 
in 1966, Mrs. McDonnell added, signed, another 

agreement, loaned securities to the firm, and then in 1969 
she loaned securities. 

I may have combined the two. I'm now talking 
about something thathappened in 1969, and Tom Ford was 
not involved in this. 

The admissions that Mrs. McDonnell made about 
what happened in 1969, I think, totally destroy any possi- 
bility of fraud here. For example, Mrs. McDonnell sua 
that in 1969 things were worse, eeubien 4 knew thincs 
were worse in 1969 or I would not have heen asked for 
more money." 

She was asked: 

"0 Did@ you conclude that the niniele whv they 
necded additional capital was that conditions had 
worsened at the firm? 

“A Yes, 1 dic." 


She said she could not say that Murray did not 
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give her any epeiaiiien to the contrary. She doesn't 
recall that Murray did not tell her about operating 
probability or violation of exchange rules or any of 
these other things. 

She did recall a conversation with her son 


James at about the time she loaned her securities where 


she discussed with him the idea of contributing additional 


funds to — already existing subordinated account and 
we know what James' attitude was because he wrote her ~~ 
‘this letter was hardly an endorsement-of the idea -~- 

and that letter was admitted into evidence. 


Talki sbout jumping from facts to. 


inferences, the facts are that Mrs. McDonnell went to this 


meeting in 1962 and certain things were explained to her, 
that she had certain awarenesses in 1969 when the 
additional deposits of the securities were made. 

Because Mrs. McDonnell said in her evidence 

deposition in this case -- lawyers call this an 

admission -- she admitted that she knew things were worse 
+n 1969. . She admitted that the reason why additional 
capital was needed was that conditions at the firm had 
worsened. These are facts. these facts cannot he 
disputed. 


I ask you: What are the inferences that 
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arise from these facts? Why did Mrs. McDonnell 
mines deposit these securities in her account? 
what motivated her? Did she know what she was doina? 
was the wool pulled over her eyes? 


What I say is fairly inferable. What 


conclusion arises from that? The why, the wherefore, 


is that Mrs. McDennell knew what she was doing all 
along. If you believe that vom Mrs. McDonnell has 
utterly failed to make out a fraud case in this court. 

Let's jump for a moment to a related area, 
also about Mrs. McDonnell's case. 

Let's suppose for a minute that Mrs. McDonnell 
-had been given all this terrible information about the’ 
company. Let's suppose that all the things that her 
lawyer said in this courtroom about heing victimized, 
being the pigeon, being victimized by Murray McDonnell, 
would she have acted any aifferently? That, again, 
is an inference. You don't know and on know what 
she would or would not do. 

You take the facts and you analyze the facts 
and what is inferrable from all of that is that the only 
thing that mattered to Mrs. McDonnell was she was being 
asked for assistance by har son Murray. This is a 


lady, don't forget, who wae at the time the patriarch 
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“of the McDonnell family and widow of the firm's 


founder. The firm is in — and her son Murray 

comes to her and asks her to do him a favor, asks her to 
make her stocks eee so that the SELON ae ae 
to exist. 

Mrs. McDonnell really exvlains her own 
behavior. She says “Every child had what they wanted 
if i debra give it to them, help them out." Doesn't 
that really say it all? 

, No inducements or promises were made to Mrs. 
McDonnell on the record in this case. She was not 
induced to contribute additional meney to her subor- 
dinated account. The explanation comes out of her own 
mouth, "As T. Murray is my son, I aqree to subordinate 
my account to McDonnell in 1962 and 1965 and as was the 
case in 1969, to contribute to my already subordinated 
account." 


I think the only inference that arises 


‘from all of tnat, from her own testimony, was that she 


was motivated to deposit additional securities in her 
eiterainaten eine becase McDonnell was the family 
firm and becuase her son Murray was asking her for the 
money. 


Let's jump ahead in months during 1969. “le 
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know that there was a very important meeting at a hotel 


in New York calledthe Carleton House. This is when 


the fortunes of the company were plummeting at an 


increased rate of speed. . We know that Paul McDonald, 
who testified in this case, came to that meeting and that 
at that point he gave the family what he described in his 
testimony as "Straight dosage." He *old them: Those 
of you -- I'm paraphrasing -- who have been living off 
this company for many, many years can't expect anything 
out of this company any more. Things are bad. 

That didn't stop Mrs. McDonnell from entering 
into brand new arrangements in September or October ee 
1969. 

In October of 1969 she had all the facts 
then and she was motivated the same way towards the latter 
part of 1969 as she was in the 1962 subordination and 
the 1966 subordination and the January 1969 subordination. 
So you have a very, very consistent pattern of events of a 
mother who is in a position at that time to come to the | 

en 
very much needed assistance of her child who is the 
chief executive officer of a business that had nurtured 
this family for more than a half a century. 
This was nothing surprisina about the way 


Mrs. Anna McDonnell responded to these requests for 
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assistance. This is just what a person of her position, 
her type, would be wicked to do. I'm not being 
critical of this woman, I am just pointina out that there 


has been a complete failure to prove that she was 


defrauded. She was not defrauded. She knew exactly 


what she was doing. 

We will shift pants and talk for a moment 
about Mrs. Murphy's case. 

I don't quite know how to defend some of these 
charges — I don't know sei Ca or not Mrs. Murphy's 
ease is worth $223,000 or $282,000 or $342,009 or 
$376,000 or $400,900, and Mrs. Murphy doesn't know. 

All she has done is express a preference for $400,900. 

Mrs. Murphy also is trying to prove a fraud 
case. It's not a case of a person who had a contract 
with somebody who made a bad deal and lost and is suing 
the party because that party failed to deliver. Mrs. 
Murphy is also saying "I was defrauded out of my 
money." 

If you are going to alleae fraud you have to 
be sewdy to be able to prove what Judqe Owen will advise 
you are the elements of a fraud case. You have to he 
certain about what happened. The Judge will charge you 
what a fraud case is in law. 
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You can't be unsure about the number of 
conversations you have with the agent of the defrauder. 
Rick Olney made the phone call at the behest of Murray | 
McDonnell. Mrs. Murphy doesn't know how eines conversations 
she had with Rick Olney. She testified to one or two. 


She is uncertain as to the time seauence of 


signing the documents that were brought to her home by © 


the chauffeur. She is not sure whether it was the next 
morning or the morning after that. “You will recall 
there was testimony there was 4 phone’ conversation. The 
chauffeur showed up with the papers the next day or the 
day after. 

She is unable to recall when aha eh2168 i 
certain information in the application for approval by 
the New York Stock Fxchange as a subordinated lender. 

Is that the way you prove a fraud case? 

It may be perfectly normal and natural for 
a human being to forget certain details about something 
that happened six years ago, but when you cals to court 
and say "fraud," you better know what was said, where it 
was said, and how it was said. 

You can't come to court and say "Well, maybe 
there were one or two conversations and maybe it happened 


the morning or the day after or the next week.” IY submit 
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to you that's not what proving fraud is all inink: 

In the seme line Mrs. Murphy testified 

as to part of the information that she wrote in on her 
application to the New York Stock Exchange she would 


have needed the assistance of her husband. She testified 


4 
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that answers, certain answers, were in her handwriting 


Peer cn ee Ro 


and she referred particularly to question 8 as being | 
: 


os 


“hard to go back there” and 11B, “I would have had to have 


ee 


done with my husband because I could not make up that 


sentence." 


4 


| 
) 
° 
a 
j 
t 
{ 


Do you recall her testimony? Here we have a 
form that's lona and complicated. It's put in front of 
her at 6 or 6:30 in the morning by Murray McDonneli'‘s 


chauffeur’ and she siqns it and gives it back to him. She 


does not read it. Mr. Murphy was not with her at the time 


catpatianeiethiviesitionainisarnceiihcttapatns: pecan o- 
aes cence: arent arene eam 


‘she signed the documents in the front hall. How did the 
information such as whatever had to be filled in on 


line 11B have gotten on there without her husband beina 


* 
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with her? Doesn't that tell you at some point prior 

to the chauffeur coming maybe she was with her husband 
and maybe she discussed the whole thing? ae her 
version of what -happened that a is not precisely 
true. Maybe she does not recall as well as a plaintiff 


in a fraud case has got to recall what happened. Maybe 
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that says something about her credibility. Maybe that 
says something about her interest in the outcome. 
I leave those inferences to you ladies and centlemen. 

On that same subject, I think this is a 
qood time to reconsider -- and I don't want to repeat 
myself because I do appreciate it's difficult to sit here 
after all these weeks -- remember the conversation with 
Rick Olney? You have to decide whether or not Mrs. 
Murphy's version of the conversation that he said there 
were no risks, that he said the paintings on the wall and 
the seats onthe exchange were available to pay her 
claim -- you have to remember her statements, and you have 
to remember Mr. Olney's statements that he never said those 
things to her. 

It is well to recall who has an interest 
in the outcome. It is well to recall also with renard ° 
to Mrs. Murphy maybe she. is not the naive little sister 
that she made herself out to be. After all, $150,900 in 
Mercury, an agqoressive fund, loans to her brother, 
substi..tial amounts of money. 

A moment aqo I talked about Mrs. Anna 
McDonnell and I asked you the question, would Mrs. Anna 
McDonnell have acted any differently even if she knew 


that McDonn Company was in trouble? You have to 
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ask yourselves the same question here. What motivated 
‘Mrs. Murphy to make this laon to her brother? Was it 
because Mrs. Murphy was asked by her brother Murray to 

do Murray and the family firm a favor? Was it because 

she was acting in a family relationship? These people are 
not strangers to each other. This is not an arm's lencth 
relationship between people. I'm talkina now about a 
brother qoing in in one instance to a mother and asking for 
her help. We are talking of a brother going to a sister 


and asking for help. - 


Remember alsc that once Mrs. Murphy made this 


investment -- she didn't read the document, she did make 
this investment by lending her securities. This is in 
January, early February. February 4 of 1969 to he exact. 
She testified that in late April or early May, the 
spring of the same year, she heard that the firm was in 
bad shape and she got this information from her sister-in- 
law Sandra ne 

She also testified that when she had this 
information she aid not take any steps to terminate her 
subordination agreement. dhe did not do anything about 
St. She did not do anything about trying to get out of 
these arrangements. 


Under these arrangements by civina 100 days' 
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notice she could have excused herselz very nicely 
from this whole relationship. She did not marry 
herself financially to McDonnell & Company on February 
4, 1969. On February 5, 1969 she could have written 
a letter to McDonnell & Company: 

"near Murray, I hereby quit, I am out. f 
have that right because it says 100 days’ notice.” 
And then 100 days would have gone by, three-plus months, 
-ametime santo the late spring of the year and she's out. 
She didn't do it on February §. 

The answer to that’was that she didn't Know on 
February 5th that the company was in had financial 
condition. She found out according to her own cela 
that in late Aprjl or early May the company was 
in bad shape. Well, May 15 came and went, May 30 came 
and went, June, July and August, riaht up to September 
and October when she entered into brand new arrangements. 
She took no step to end these arrancements. She stayed 
with it. What dees that tell you? That gives rise to 


the inference that she did not want to det out because 


why she didn't get out. 
What did she do in September or October of 


She hought a debenture and she took new 
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vesteeced wiaemaaei stock in bitched & Company in 
exchange for the stocks that were in her account at the 
time she made her subordination. More than 190 davs 
passed. She could ave during that period upen learning 


of the company's deteriorating financial condition 


nce i il in cliente 8 lic ti i ot Bie Bett, ee tet me a 


exercised a right to terminate and say "I want out" but 
she says "I want in." 


Mrs. Murphy failed in one other eaually 


Significant area insofar as making out a fraud case. 


She has not established denna, She does not know what 
happened. _ She has an imperfect recollection. She 
would not have acted any differently — known about 
all of these bad things and she failed to exercise 
ordinary care, what the law calls reasonable care or 
ordinary care, in the manner in which she subordinated 
her account. 

She gidn't even kh ther to siqn ip obnbtaele’ 
"I signed it where it said X and I didn't read a word." 

Mrs. evpeer's dean suaqested perhaps 
she ought to undertake a more thoroudh investiaation of 
what Mr. Olney was saying to her. "He said, ‘Do you 
think you should have somebody look into this?' and I 
said, 'Don‘t you trust my family?'" 


That says it all. 
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Just as Mrs. Anna McDonnell said, “Every 
child had what they wanted." Near daughter, Mrs. Murphy, 
said "Don't you trust my family?" 


Pecause had Mrs. Murphy read the subordination 


agreement she would have learned that she had anreed to 


subordinate her claims to those of all other present 
and future creditors of McDonnell & Company. 

Can you imagine? You make a loan to someone 
and you sav, "I am last not only as to any other people 


who you have to pay back now but in the future.” 


SOUTHERN DISTRICT COURT REPORTERS, U.S. COURTHOUSE 
FOLEY SQUARE, NEW YORK, N.Y. = 791-1020 


That's about as extrema an act of subordination -- I suppose 
that is the only word for it ss that you can ever run into. 
All other present and future creditors. 

Now, you recall Paul McDonald on the stand. 
McDonald cae given the Asconents called the subordination 
agreement and asked to make a loan to McDonald & Company. 

_@ read the document and he said “That's not for ms." 

By failing to read that subordination agreement 
prior to signing it I submit that Mrs. Murphy failed to 
exercise ordinary care expected of any reasonable investor, 
because a simple reading of that document would have informed 
her of the risks of subordinating her account in McDonnell 
& Company. 


Now, let's talk for a moment about James 


MeDonnell's claim of $20,718. These are all individual clains.’ 


Now, if you are going to accuse somebody of fraud 
you better be able to prove it; you better coms to court 
and you better sey, “I had these papers in front of me; 

I had this conversation," and be almost perfect in your 
recollecticn. 

| Now let‘s talk about the kind of person James 
eDoanell appeared to be. 

His lawyer has never made the claim in this 


ease, nor could he that Mr. McDonnell is a pigeon. He 
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is hardly that. 

Mr. McDonnell sat on the witnass stand for 
more than a day. You recall his very informative defini-~ | 
tions of concepts such as book-value. I learned something 
from the information that Mr. McDonnell has, and I am sure 
you all did, 

Now, Mr. McDonnell claims that he made an invest- 
meant in McDonnell & Company during the spring of 1969, 

He claims that he was not given the benefit of 
all the facts; he was defrauded; he wasn't told that the 
company was in bad financial condition. 


He was asked, “What did you know? What did you 


have in front of you? What kinds of documents did you have?" | 


He said that he had receiver a lot of papers 
from Thomas McKay in April of 1969, which included the - 
company's certificate of incorporation, some statements 
of earlier years of financial condition, profit and loss 
statements, sources of capital, 

There was cne document you may remember because 
it was givan out to the jury, and this is er statement 
of financial condition, October 30, 1968, 

James McDonnell just wasn't sure that he had this 
piece of paper in front of him when he was assembling 
information in order to decide whether or, not he should buy 
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$20,000 worth of stock in the company. 


Why did Mr. McDonnell aquivocate about this. one 


. , par pene 
a ag a 


piece of paper? ‘There was no question in his own mind, 


no problem recalling that he had a batch of other papers. 


ald tgp Pee ae 
Sonera 


This piece of paper if he admitted hehad in front of him 


would have told him at ieast three very interesting and 


pee we om trial 


important facts about McDonnell & Company as it existed 


during this period of early 1969. It would have told him 


that there was a capital problem, because there is a note 


5 ind i 


that to a man Like James McDonnell has a lot of meaning; 


heer Ran nd ee 


this was one of the notes on the financial statement, the 


note described there being a net increase in capital of 


| 
| 
| 
| 
! 


1.3 million dollars which resulted in the shares of stock 
of the company. 

He would have learned also from a message that 
his brother Murray wrote “To our valued clients," that 
they had brought in a new computerized system in ovdwr 
to lessen the inoonventances to customers which are. partially 
due to errors made by overworked personnel, and additionally 
caused by delays in transferring and receiving securities 
from banks and other brokers. So he would have known -that 
all was not well in the operations department or in the | 
back office department of McDonnell & Company. 


And as we will see in a moment or two when I get 
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to the debenture claim, he will have learned -- maybe he 
did learn -- in the early part of 1969 ~- because I can't 
do this justice without quoting it -- tent den December 31, 
1968, the Sexies A and Series B registered subordinated 
debentures were exchanged except for an cists alk 80,000 
a 6yedeemed for cash for a new issue of debentures, Series E, 
maturing December 31, 1978, with interest at a per annum 
rate of 2 per cey¢ in excess of the prime rate. 

Why didn't Mr. McDonnell clearly recall receiving 
this document, because this decument is shock fall of the 
kind of informaticn he would rather forget that he had. 
as early as March, April or even May of 1969. 

Now, wa also know that Mr. McDonnell was a-. 
security analyst at one point in his career; we know.also 
that he was a financial analyst with the Pord Motor Company. 
We know he is not the kind of a man who goes blythely into 
financial matters without trying to ascertain what are 
the facts. 

Is this the kind of a man who would make an in- 


vestment in a company without looking into what the company 


was all about? you're talking about a family company. 


He has been hearing the name McDonnell & Company for his 
entire life. There can't be any doubt about that. 


I submit that in the case co James McDennell, as 
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in the case of Mr. ae Mr. Murphy and Mrs. Murphy, | 
. dt was a matter of coming to the aid of a family business, | 
what was called during the examination a sinking a 
motivated by the most commendable ackions. ry ate 
Jim became the branch manager of the Detroit 
office, because his brother Murray said, “Jim, we need 
help,“ and if you can't get help from your family who can 
you get it from? . 
: Well, Jim said a lot of things when he was on 
the stand. 
I really don‘t mean any disrespect by —e him | 
Jim, but when you have so many people not only who are 
plaintiffs in this case but who are principal actors in 
the whole drama called McDonnell, for purposes of convenience 
r do that, and I don't mean that as a sign of disrespsct. 
One of the things I found most troubling and. most 
puzzling was his refusal to admit that he received this 


document, Exhibit J, the statement of financial condition, | 


Why cast any doubt on that? Did he want to receive this 


document? Did he want to recall that this document was 


when he recalled he received all kinds of harmless sane 


part of the package that he had during the early part of 
1969 which would have told him facts that he said were not 


available to him? 
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parts of James McDonnell‘s testimony that must be given 
consideration in Cetermining whether or not his varsicn of 
the facts is credible, whether his version is entitled to 
believability. 

You recall he testified that he came to a meeting 
in New york; his brother Murray was in the hospital; tha 
stock exchange was exercising a very active role at this 
point because the fortunas of the company had gone dombill 
very sharply during this pexicd, and Mr. Bishop was there-- 
and this is not Mr. Bishop's version of the conversation 
I am talking about; it’s Mr. Jawes McDonnell’s -- Mr..Bishop 


said,“You have got to get scme money into this company." 


Now, there are one or two other sibilities -, 
} 
{ 
! 


Mr. McDonnell told his brother Morgan, “Let's lead 
Mr. Bishop along," the vice president with the stcck exchangs. 
“Let's create the impression I am going to com up — 
soms money in this firm." 

I wonder if Mr. Bishop believed him. I wonder 
what Mr. McDonnell's credibility. with Mr. Bishop is. now 
after. hearing that. 

It was just a poker game. “Lets‘ blufé hin." 
A million dollars, Mislead the vice president of the New 
q York Stock Exchange. It*e just a poker game. 


You remember his attempts to interest his 
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industrialist friend, I think his name was Max Fisher, 
in acquiring McDonnell & Company. 


I asked him: “Did you give Mr. Fisher the benefit 


of the information you had about McDonnell & Company?" 


James —err didn‘ttell his friend that the 
ship was sinking or that the house was on fire. 

This ‘is really a very serious matter. How do 
you believe the man? What do you believe and what don't 
you believe? . ah a 

What it all boils down to in the case of all 
these plaintiffs, Jim's case, Mrs. McDonnell‘s case and 
Mrs. Murphy's case, sit. Siren as et family business 
had to be made. Paul. McDonald acknowledged that. “Jim 
did everything in his powr to save the firm." 

eeeaucitatins but you can't come to the receiver 
sini later and ues fraud. If you're going to act out of 
those kind of motives, highly commendable motives, ani 
sometimes you have to take your loss. You can't come around 
;and say, “You didn't tell me this and ya didn't tell me 

: that." 

James makes somes other claim in this case, along 
with his mother. This is what has been called around here 
as the debenture araie., | 


Let's go back to basics for just a minute, and 
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I will try not to hold you too mich longer. 

A debenture is a bond; it’s a contract; it's.an 
I0y. You can put all kinds. of fancy terms and conditions 
on it, it's just a plain old I0U. M& such and such.a date 
soma years in the future I am going to pay you a hundred 
dollars. That's all it is. When you start saying ioo days 
from today or three years from teday I am going to pay 
you a hundred dollars if the business is profitable, meaning 
that the assets exceed the liabilities by 300 per cent, or 
whatnot, you start putting conditicns on it, and sometimes 
you say, "I'll pay you if creditors A, B, C and D have 
been paid.” 

In effect what you do there is, you subordinate 
the debenture. It's a condition that is placed cn the: 
payment of the debenture. so 


We know that in the late ‘50s McDonnell & Company 


went from becoming a group of people who « are known in law 


as partners,\to a corporation, and the partners who had 
their interest in the firm received a debenture that was 
due ten years later. It's an IQ, saying when all the other 
creditors are paid we will pay you ten years frem the date. 
hereof, and we will pay interest. ait 

Vie know that cne of these debentures was issued 


by the company to the estate of James Francis McDonnell, > 
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because by then he had passed away. ‘ 

Se we know that for.ten years this helinaon 
it was not a mere hundred dollars or so; it was 318-odd 
thousand, sat on the estate of James McDonnell. - 3 «=: 

We know that at some point in the latter part-. 
of 1968 in the administering of the astate the insite 
of the debenture distributed to the trust, because under 
‘the will it was peciiiiie to go into the trust, which was 
for the benefit of a lot of different families. 


So we have this debenture in October of. 1968 


surfacing, and we know that it was given to the three 


trustees, Murray McDonnell, James McDonnell and Mrs. Anna 


McDonnell. “ar 

Those people keep the debenture «nd take wuaiinie 
of the debenture; preserve the debenture, and do what -has 
to be done to protect the beneficiaries of the trust. - 


- Now, the claim here is being made -- it's not 


the clearest claim -- but the claim here is being made that 


as part of this fraudulent activity practiced by Murray 


_.McDonnell against his family, he somehow defrauded them out 


of this debenture. 


Now, Murray was a trustee of this debenture, 


and this debenture was due on December 31, 1968. So that 


what the plaintiffs are saying, as I understand them, is that 
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on December 31, 1968, something should have happened... 
The $318,000 should have bean paid to the trustees. But 


Murray McDonnell, as a co-trustee in late December knew 


something had to be done, and the claim is that Murray., 
McDonnell ,operating without the consant of the two other 


trustees, or, at least one of them, took that debenture 


the company couldn't afford to part with $318,000, thac 
' 


and substituted for it a debenture similar but not payable 
for another ten years. bcinbcniebides 

What the note in the financial statement says 
is a Series E debenture maturing December 31, 1978... 

X think the word "roll over” was used during the 
early part of this trial. A claim is being made that Murray 
without the consent of the other trustees rolied it over 
and that worked a fraud cn someone. 

You will have to examine for yourselves and-in yo 
own minds where the fraud was. 

You have got to remember the facts; you have got 
to remember that the trustee plaintiffs in this case, Mrs. 
Anna McDonnell and James McDonnell, have the burden: of 
proving that the consant of the required number of trustees 
to substitute a Series E bend for the Series B bond was 
never given. 

Now, they have got to stow, semecne has got to sh 
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Murray did it; Mrs. McDonnell did not consent; James 
McDonnell did nct consent, because under the trust instrumen 


an this case it takes two trustees to make a decision that 


can bind the trust. 


> 


-Now, James McDonnell‘says "I didn't congent." 
There is no question but that one trustee, Murray 
McDonnell, consented. The question, and the $64 question 
in this frame is: wii, if anything, did Mrs. McDonnell do 
or not do? Did she csteuniiiate or did she not consent? “All she 
said is that she doesn't remember whether Murray advised 
her that he was attempting to roll over a Series B bond 
for a Sicha E bond; sil aha said alsc that she can't even 
state with certainty that the trustee ever even authorized 


‘the substitution. 


did business orally; decisions had to be made about ee | 


assets of the trust, perhaps making payments and doing other 


She aleo said that from time to time the trustees | 
} 
| 
! 


things that involved the activities of the trust.. Ps i. 
Can you prove fraud on such a thin reed?.. Mme trust e 

says “I did it, and I was authorized to do it"; and the other | 

trustee says “I never gave you authority,” and the third 

trustee says “I don't remember whether Murray ever advised 

me that he was going to do anything to roll over the bond, 


and I can't even state with certainty whether the trustees 
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ever even authorized substitution.” 

I don't know; you don't know; but it’s the- « 
plaintiff's uphill climb to show that some wrongdoing. 
was done with respect to this trust. “ 

Now, I will leave for Judge Conner the explanation-— 

THE CCURT: Owen. Although I was confirmed | 
with Judgs Conner the same day. 

MR. STEIN: I'm sorry. Excuse me. “a 

Now, I will leave for ..uge Owen the job of - 
explaining how this debenture fits in here, whether or 


doorstep of the receiver, because if all these terribls 
| 
things that Murray McDennell did were actually done, ‘that | 


i 


is, if he rolled over this debenture without getting his. 


not there was really any, fraud that can be placed at the 


mother's and his brother's permission to do it, Murray . 
McDonnell is a trustee, thay know where to find him if 
they wanted to find him. You have got to lay this at the 
doorstep of the receiver because the receiver is the company 
That is a critical element; it could ba a fatal element. 
in this whole claim on the trustea. 

Bear in mind also with regard to this debenture 
claim, this $318,000, scmething should have happened ie 
December 31, 1968. Nothing happened. You have tha 


epitomy of the responsible trustee, James McDonnell, who 
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testified that he had a: Samkataten inventory, in detail sf 

| what was in the trust. 

You have games. McDonnell, Anua MceDonns..). es 
Murray McDonnell with responsibilities to beneficiaries 
of this trust, for all the assets of the trust, including 
the $318,000. 

Why didn't somebody step forward and say, "“Decembe 
‘31st, 1968. —* my debenture. Where's my money?" .. 
Partioutarty wher. one of these trustees describel the way 
he viewed his xole in these terms: om 


When a member of your family, such as your mother 
or father dies, whatever is left in the way of assets... 

or money ultimately passes on to the trustees as a custodian 
as & person who guards these things. tt is an extremely 
important duty imposed 4, because you have many - 
people whom you axe responsible to; it is the highest 


responsibility that a man ever gets, really, to become . 


a trustee; it is the most responsible position." - 


position very responsibly. I believe that. 


And X believe that James McDonnell took his . 


Why, for the life of me didn't he on December 31st 
or January Ist or January 2nd if January Ist was a holiday, 
come forward and claim what belonged to the trust? Because 


he knew if he took that money out that would have been the 
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peginning of.the end. The comp: ny needed the money for 
capital just. as they need Anna's account, just as they 


needed Mrs..Murphy’s account, and just as they were later 


to need James McDonnell's investing in the company. 


of hindsight, "I was delinquent." 

You have got to come to your own conclusion > 
what motivated him. Was he delinquent? Maybe ha is being 
a little too hard on himself. Maybe he knew what he was 


going all along, and he left that debenture in there because 


Mr. McDonnell says years later, with the benefit zal 


he intended to leave that debenture in there. tg 

Remember also that we have gotten nine months into 
1969 before Mr. McDonnell, the responsible trustee that 
he was, even made what might loosely be termsd a demand. 
On September 12th a letter was written. The letter is in 
evidence in this case. No demand 7 even mada for: cash 
in that letter. It is the kind of lett ter you write Jest’ 
for the record-.-— “Remember me when you ane around to alti 
payments here, I've got a pretty good claix., eb a 

I say to you, ladies and gentlemen, that the - 
inference here is the clearest inference in this entire case. 
Nothing was done frem January to September to coma forward 
to claim that money because James fully intended that that 


money be with the company. 
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here axre.two very solid grounds why that claim 
should not. .be granted. There is no proof that anybody was 


defrauded out of anything; there is no proof that Murray 


officer of McDonnell, did anything wrong. If he did somethin 


| 
| 

| 

| 

j 

j 

| 

| 

| 

McDonnell in his capacity as president or chief executive | 
| 


wrong he did it in his capacity of James Francis McDonnell, 
and the wrongdoing was visited upon the beneficiaries. for 
whom he was responsible. 

And then there is the conduct of James McDonnell, 
and it is that conduct that was deliberately designed to 
help preserve and conserve what was left of McDonnell & 
Company. 

One final thing: The first day that law students 
walk into a law school, I believe - at least it certainly 
happened in my case - you get a lecture on common sense. 
You are told by the dean of the Law school or datas aa 
responsible for ceguneation first year law students, in 
whatever law school you go to - and I can't believe it 
 @iffers from one law school to another - don't leave your 
common sense outside, because you are — to study law, 
and you are going to study law cases, which are breakdowns 
in human relationships, which are disputes. A courtroom 


is really an alternative to what was in former times just 


re 
ig 


an arena where people actually went 4 each other with weapon 
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Don't leave your commen sense outside. 


I say the same thing because I think that 
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message, I like to think that that message got through ee 
MB o Sein ith 

X know you are dealing with very complex legal 
and factual matters. It has been a vary long trial; a 
lot of proof came in, matters that were more complicated 
than even the lawyers were able to understand at times. 
It is for you to exercise your common sense as to who: - 
these people are, how they related to each other, rer 
did what they did when they did it. That's the case to decidin 
the case. se essed 

Tie law is a great aid; the rules that have ~ 
been laid down over the canturies, going back to the common 
law; we have statutes in this country, we have rules that 
come out of courts all over the country - these are great 
guideposts, but there is no substitute even in a very 
complicated casa for common sense. 

Thank you very much. 

THE COURT: Ladies and gentlemen, we will stand 
in recess until ten minutes of 2. 


(Recess to 1:5C P.M.) 
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1:50 p.m. 

open court; jury in box) 

COURT: Mr. Brooks. 

BROOKS: Ladies and aentlemen of the 
ies : 

As I sat here and listened to my brother 

Stein talk with you this morning I could not help but 
wonder whether we had fallen into the middle not of a 
family squabble but in the middle of an alternative to a 
family squabble. 


We are now in the fourth week of this 


trial in a case in which the plaintiffs charge the 
& 
stock exchanve with failure to regulate. We have seen an 


awful lot of regulation, all these documents, all this 
testimony about what happened to the New York Stock 
Exchange and to McDonnell & Company. 

Your turn will come to examine all these 
documents and to cdnadaer the testimony. I'm sure you 
will approach that with a mixed amount of blessing. 

Since the exchange has cenerated most of 
these documents and most of the testimony, I feel a 
particular responsibility to try to pull it all together 


and assist you in your deliberations. When I am done 


par 2429 

my colleague, Mr. Beebe, no doubt will in his way attempt 

to assist you in an entirely different 

it will ‘tbe your turn, guided by his Honor's instructions, 
arrive at a decision. 

I suagest to you that on the evidence that is 
before you that decision can only be that the stock 
exchange has no responsibility to these MceDonnells 
for their investment in McDonnell & Company. 

You will recall Mr. Beebe's opening speech 
to you, the first day of the trial. He told you this 
was just a case of failure to tell the truth and that that 
was. not fair. 

Then he went on to tell you that James 


McDonnell was just an automobile dealer from Detroit 


and Margaret Mary was just a naive sister from New Jersey 


with five kids. He forgot to teli you that she didn’t 
like to read, but maybe that's what he meant when he 
said that an Alice in Wonderland world would unfold 
before you in this courtroom. 

I hope you also will recall what I told you 
that first day. I said, listen to the evidence, 
evaluate the motive and the bias of the witness, and ask 
yourself: Is the witness telling you in the trial the 


same thing the witness said in 1968, in 19697 
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That's important, ladies and gentlemen, 
because it's also not fair to try to stick someone else 
with your own bill. You don't do that and I don't do 


that. We all pay our own way. We take the qood times 


- During the weeks this case has taken, did you 
ever get the feeling that somebody was missing? I'm 
talking about Murray and Morgan, of course. If the 
plaintiffs' story is really true why aren't they in here 


as defendants? 


The plaintiffs' story has not been anythina 


at all like Alice in Wonderland. It's been like Little 


Red Riding Hood without the wolf. 


The claim against my client is that it didn't 


properly requlate the firm of McDonnell & Company. 


2 | 
| 
| 
| 
| 
| 
| 
| 
| 


Mr. Beebe and I both agree that the stock exchance had a 
duty to regulate McDonnell & Company. And I think we 
both agree that the exchange did requlate McDonnell * 
Company. Tf it didn't, where did all this paper come 
from? Where did all this testimony come from abo: 

3 what was done? It seems that somebody was writing a 
memo or having a telephone call almost every day in 


those two years. 


Plaintiffs contend not that the stock 


sea 4. aaron team festa Aces =I apie siemaididiapane acetal alli 
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exchange didn't regulate it properly -- they can't contend 


that -- but they're contending that the stock exchange 


didn't do it right. They know the right way and they 
want to tell you that they know it better than those 
good men who were at the helm of the stock exchange, 
were on the hot seat and had to make those decisions in 
1968 and 1969, when there were 50,000 customer accounts 
in McDonnell & Company and it was their job to protect 
them. 

Plaintiffs make this argument hecause they 
would like to find some deep pocket other than Murray's 
and Moraan's to get back their lost investment. 

They're like the football fans that bet on the game and 
lost and on Monday morning they sit around qrousing 

why the quarterback didn't throw a pass on that last 
play instead of giving the ball to the fullback and have 
him get tackled on the goal. 

But that's not what your inquiry will be, 
ladies and aentlemen, because I think you should ask 
yourselves: Are those good men the Schuettes and 
Spieses and McElroys the financial cons -- and Mr. Bishop 
who made the decisions -- did they act with reason and 
with good faith to fulfill their duty to the pubilc as 


they knew it to be in 1968 and 1969? 
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Remember, it's the plaintiffs’ job to con- 
vince you that they did not so act and that in not acting 
that way the plaintiffs were injured by their failure 
to act in that way. 

I suppose that among the requlatory claims of 
the plaintiffs is that rollover of the debenture that 
Mr. STein spoke with you about. ¥ think it’s easy to 
see that the principal architect of that claim is James 
McDonnell, the prudent trustee. James was the president 
of so many corporations that when he made his application 
to become an allied member of the stock exchanae he 
forgot a couple; being the prudent trustee he was, he 
quickly sent ina supplemental letter. 

We also know that James worked at McDonnell 
& Company in 1945 after coming out of the United States 
Army as a captain at the ace Gf 27. 

James had been a securities analyst at the 
Bank of New York before the war and it was natural that he 
would go to work for McDonnell & Company and help out 
the family firm. 

James F. McDonnell, Sr., did not think that 
James cut the mustard and he would not pay him out of the 
firm revenues. James tec ed in a huff to Detroit to 


make his own way working for Henry Ford, and Murray, 
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Morgan and Sean ended up with the firm, and ever 
since then James had an understandable atipathy to 
McDonnell & Company, to investments in it, to Wall Street, 
to the New York Stock Exchange which might explain 
this lawsuit. 

Now, James' claim to the liquidator contends 
that James got all kinds of false and misleading 


information when he made his investment in votina common 


stock. James said it's all false and misleadina. That's 


the last we heard. 

So here we have in evidence a whole lot of 
financial information (indicating) about McDonnell & 
Company. Nobody said what is wrong with Lt: 

Then there was also that financial state- 
ment. Do you recall theone that Mr. Stein spoke to you 
about this morning? ‘You have seen that before. 

I disagree, I think, with Mr. Stein's analysis of when 
James got this because, as you will recall, he and I had 
a long go around round the bush as to when he qot this. 
I think it became pretty clear when he answered those 
interrogatories that we read into the record back when 


James was on the stand. 


That was a written statement, sworn under 


oath, that James got this misleading financial 
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statement on February 25. He had a meeting with 
brother Morgan. I think that's important because of 
those two footnotes that Mr. Stein mentioned to you 
this morning and because of brother Murray's messace to 
valued customers where he said "Boy, we have a lot of paper 
work and we know we have some errors, and we know we are 
causing inconvenience; just stick with us; we are 
trying to convert to our new record keeping system." 

Zz think these things are important because 
they go to this claim about the debenture. 

Right in this note here, if James' sworn 
karerceoateny was truthful, James would have gotten 
this statement on February 25 and this debenture had matured 
a month and a half earlier. Despite the fact that James 
told us he kept a careful inventory of all the assets 
in the trust and he made that inventory in the fall of 
1968, he claims he didn't read it. 

But you will recall the year before in 
September when Murray ied raised the possibility of his 
sister Genevieve eibiesinatine her account at McDonnell, 
James quickly found a 1967 financial statement. He 
wrote a letter to Murray September 20, 1968, which is 


Plaintiffs' Exhibit W, which gave Murray a quick lesson 


on how to analyze financial statements when somebody in 
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the family was going to consider putting money in the 


firm. 

He told Murray, "As I understand, you have 
an awful lot of indebtedness coming due on December aL, 
1968." 

Maybe James didn't realize part of that 
indebtedness was one of those assets in the inventory he 


just made. Maybe he didn't remember that. 
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Now, what role does the exchange play in this | 
maneuver about rolling over.a debenture? I am not going 
over the points Mr. Stein dealt with this morning about. 
Mrs. McDonnell not really recalling whether or not she - 

agreed to roll over the debenture or not. I think those 
arguments apply equally when you consider this debenture 
to the claim against my client. 


I want to just concentrate cn what role the... 


| 
stock exchange is supposed to play here and why they are 
asked to pick up the tab for somebody's oversight, maybe. 

We have heard some testimony that the stock ex- 
change considers the underlying trust instrument when a 
trust wants to make a capital investment in a member firm. 
We: have seen one trust where the exchange examined that 


instrument and they said, “No, no, Manufacturers Hanover 


put that one and a half million dollars in trust in McDonnel 
& Company because we are not quite sure that your trust 


instrument authorizes that, so get something else, we can't 


| 
| 
| 
Trust Company, no, no, Mrs. Murray McDonnell, you can't = 


consider that.“ 
But that wasn‘t the case with this debenture, 
_ because we are all perfectly clear that the will of James 
Francis McDonnell, the founder of McDonnell & Company, 


authorized in:.no uncertain terms that this debenture remain 
1 | i i Wort erates Salita aie 32 el j 
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in the firm as capital so that the firm could be run 

by Mr. McDonnell's sons. si 
Now I want to make clear to you that there is 

no contention that the stock exchange did not properly 


Gecide that way back in 1958, or whenever that debenture 


McDonnell & Company. It was indeed. 

Now, I suppose what the claim realy is is that 
the exchange should have known that T. Murray McDonnell 
when he rolled over that debenture didn't have the proper 
authorization. We don't even know that today becausa Mrs. 
McDonnell can't recall. i“ 


Early on in this trial you had occasion to take 


was created, that it wasn’t a proper investment in | 
| 
| 
| 


a look at this financial statement by Lybrard Ross. Brothers 
& Montgemery, one of the big eight accounting firms, .. 

Mr. McElroy told you that when Lybrand Ress started 
off on their audit cn October 31, 1568, of McDonnell «& 
Company, they would have cems in there with a squad of. about 
450 accountants to check out all the books and records . 
and the underlying paper work. We know that they were 
there from October 31st until about January 15th, Mr, «: 
Beebe probably will argue that that was too long; they - 
should have bean gone a couple of weeks earlier. I daft 
think that is so important, though. I think the point is 
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that they came up with a certified report. This is 

a summary of it which was prepared and made readable to 
customers. 

We know that Mr. McKay sen a letter to the- 
stock exchange saying this went out to customers with their 
February account statements, so if James didn't get it 
from brother Morgan on February 25th he must have qotten 
Gt din at least one cf those 20 account statements that he 
received for him and the two trusts of each of his children. 
Mrs. Anna McDonnell must have gotten it in one of those 
account statements that she had in six or seven accounts 
what Mr. Olney told you about in McDonell & Company. 

The important thing is that in this audit and 


dm the report that Lybrand prepared they certified to.the 


stock exchange or any other reader, including James, that | 


this subordinated debenture, B debenture, had been exchanged 
for a Series E debenture. oe 

Mr. McElroy told you, by God, he and those two 
other examiners who were at McDonnell from February to 
April had enough to do without checking up on these. 200 
guys from Lybrand Ross who spent three months in there, 
and the exchange believed that it was entitled to accept 
the certified report of Lybrand. 

So there was never any suspicion at the stock 
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exchange that anything improper had taken places with respect 
to the exchange of the debentures. 

There is no evidence whatsoever that Murray 
MeDennell wes urged or told the exchangs anything about 
the terms of the exchange. It was perfectly natural that 
where the will of James F. McDonnell, the founder of the 
firm, had said that capital can stay in the firm, that that 
capital did stay in the firm: and when the first debenture 
expired at the end of tan years, it was exchanged for 
another ten-year debenture. 

Now, normally you think when somecne is aggrieved 
they will complain, they will try to do something about it. 
But Mrs. Anna McDennell testified that she nover told: « 


the exchange anything about this debenture. 


And James McDonnell testified to the same thing. 


Now they must have known the exchange could help 
if the money was still there. 

Now Mr. Stein pointed out that the trusteas: 
also never made a demand for this debenture. 

Mra. McDonnell had recsived on December 5, 1968. 
She signed a receipt for it, which is in evidence, and 
James took that carefully in to har. But yet when he cane 
to write that September 12, 1969, letter, which we are 


not sure when it was sent, he sent it to the firm of McDonrs i1 
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& Company and he sent a lot of copies to a lot of peopia. 
He sent it to Lybrand Ross, to Shearman & Sterling, | 
attention Tom Ford; Mr. Paul McDonald, and all the board 


members of McDonnell. He didn't send it to the stock ex- 


|. change. 


Do you remember that wire message that went into 
evidence dated — 1969? James wired ‘Rick'‘Olneay 
in the New York office and he said, “I doen't like this form 
that Tom Ford ane prepared to replace that Series B de- 
mete and is + don't come up with a better form I 
night have to demand payment.“ 

He hadn't. made a demand yet in October. I guess 
when he did make a demand it was too late. 

Now, if someone knows that a wrong is worked on 
him, and if they wait until they kiow it is too late; is it 
fair, is it fair to try to sock the guy who you didn't tell, 
and wha could have helped you for your loss? 

veer in mind, ladies and gentleman, the exchange 
knew none of. this, and it was entirely veasonabie and it 
was ent dove: in good faith that we didn't know it. They 
were justified in relying on the auditors which are part 
of the regulatery process under the exchange’s rules. 

The demand in this case thatthe exchange stand 


the loss of the debenture has nothing to do with regulation. 
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yt is a claim to indemnify the trustees for their decision 
to stick with McDoennall & Company. They stuck with it 
then and they should stick with it today. 

Now let's move on to all this other testimony 
that we have heard about it, capital ratios and rule. 
enforcemant, and take a look at that. 

Plaintiffs would like to make it sownd so simple. 
Thay use phrases likes you enforce your rules or you don’t. 
The rules have to be applied equally to all psople.” 

Well, things weren't like that. Not all people 
wore the same, and there were times the rules did not 
provide a response for a particular set of facts. The 
world wasn't that simple, particularly in 1968 and 1969. 
This was tha time of the paper work crunch. 

Rule 345, which is the capital rule, is about 


40 pages long, and it tries to define as best you can in sany 


written rule am artificial concept of liquidity which Mr. 


Bishop and I think Mr. McElroy testified, that a brokerage 
firm had to have so much in its assets availability in 30 
days. 

Now, what's available in 30 days and what's not 
available in 30 days is often, I think, as we have seen, 
a question of scmebedy's judgment. 

Keep in mind that this concept of liquidity has 
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nothing to do with the value of the business.. That's 
the net worth of the business, and that has never been 
questioned here. It has never been questioned that 
McDonnell & Company had lots of net worth. All we are 
talking about is this artificial concept of liquidity, 
for people who want to get the money out in 30 days. 

Mr. McElroy told us that not only did we have . 
a@ paper work crunch in 1968 and 1969 but that this paper 
work crunch was causing all sorts of problems for inter- 
pretation of the exchange's capital rule. Judgments had 
to be made, and Mr. Bishopprimarily was the one who had 
to make them; and he sat here for a couple of days and 
tried to explain what those judgments were, why they were 
“made, what the considerations were one way, what the 
considerations were the other way. 

Now, I suppose somebody who knew what he was 
talking about might say, well, maybe we could have made 


one of those decisions the cther way. But I don't think 


anybody could say that those decisions were not rationally 


based, or were not made in ssood faith, with a sincere 
attempt to help protect the public interest. 

Now before you talk about enforcing your rules, 
before you can say the exchange dropped the ball, you’ 


have to say that the exchange knew about a violation of 
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the rule, before you can say it has any duty. 

Now, the most obvious case is the time lag 
in bik coematedes process for these brokerage firms. 

Lybrand Ross went into McDonnell & Company cn 
October 31, 1968, and they didn't have a report ready until 
January 15th. The exchange didn’t have an opportunity 
to properly analyze it until about a week or so later. 
And then they cama up with a capital ratio for October 31, 
1968, and that would: diddtbetween October 31, 1968, and 
the — of January somebody wasn't doing something 
about a violation, because nobody knew:about' that violation 
yet. And you can't say the exchange had any duty to do | 
anything until it knaw or until it reascnably should have 
known. That's only fair. 

And then what happens when you determine that 
a rule has baen viii: because there was a determination 


that a rule was violated when that audit report came in 


in January, 1969. What should an exchange do? Its rule 


has been violated. The rule dcesn‘t say what happens next. 
Rule 325 doesnt say what happens when a firn violates 
the capital rule. 

I think it is clear from the exchange's practica, 
the Stree thing that is dene is to correct the violation 
because you have to protect those public custemers who might 
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want thosesecurities or their case in 30 days, under that 
liquidity rule. 

Then after you correct the violation the next 
avestion under the practice that we have seen, how do 
we make sure that doesn't happen again so we cain provide 
some future protection? And then what co you do about 
the violation of the rules? 


Now, there are procedures to discipline rule 


violators; there are all kinds of disciplinary techniques 
to use. You can restrict a firm; you can fine a firm; .-+ 


you can suspend a firm. It doesn't make too much sense 


to fine a firm that is having a capital problem. That's. 


| 
| 


not too good for the public customers. You need more liquid 
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cash in the till. 
So another choice comss to a responsible regulator. . 
How do you best, under the facts that you have, act to: 
prevent a future vyiclation of the rule and get some respect 
for your rules? 
Put yourself in the place of the Schuettes and 
the McElroys and the Spieses and the Bishops. I think it 
is plain to see that these men acted as they saw their duty, 
and they did a good job. It is a reasonable job in good faith. | 
Now, let's some of these episodes that we -have 


heard so much about. 
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Lettared stceck: is lettered stock eligible far 
capital credit? Wall, Mr. Elroy says yes, sometimes when 


you can demonstrate some value. Somebody has got to make 


Lari Sacerineeelintaenmeneerins semaine 


a judgment. 

A firm comes in with a set of facts, and they 
say “We can demonstrate seme value for this lettered stock, 
and you cught to give us capital credit.” 

The exchange makes a study of these facts and. 
comas to a dscision. 

Income tax refunds:.-The gsneral rule~iscthat 


you have got to be able to show you are able to get it 


cece we nee: a eR CT ae 


in 30 days. You can do it in a lot of ways, and maybe 
some ways nobody has even thought of getting it. Scomebcedy 
has got to decide whether you could or you couldn't get it, 


demonstrate you could gst it in 30 days. 


| 
| 
| 
| 
| 
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McDonnell was the rights firm on the New York 
Stock Exchange, just about the only rights firm. It was‘ 


what we call a specialist. 


Now, they had these positions in rights, and 


om - een ee meanest nce: 


they had to get treated one way or another under the capital 
rule. 

The exchange batted it back and forth and decided 
that where there was a conflict of the specialist's rule 


and the capital rules, and there was absolutely no risk, 
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because a liability on one side was hedged against an 


asset on the other side, they made a judgment and said. 


be subtracted from the capital. That was ccnsistent, as 
Mr. Bishop told you, with prior practice - the Studebaker 
Worthington rights offering; it was even consistent with 
the AT&T rights offering that has been going on recently. 
And this stock record problem that has coms up: 


Mr. McElroy told you that back in the old days when you 


| 
that shouldn't be charged as a capital debt; it should not | 
| 
| 


aian't have paper work crunches and had normally high volune 
you didn't have stock record differences, and Rule 325 | 
was silent about what a stock record difference wes and 
how you treated it. - 

But here they were coming down the pike in 1968 
and 1969. The rule didn't say what to do, and somebody. 
had to decide, and they did decide. And it wad reasonable 
that they were not charged because stock record differences 
usually evaporated with research; it took a little work. 
They were not real liabilities; they were just a little 
confusing. 

Now wa have heard about a sale of the Mutual Fund 
Management Company. I don't think there is any proof 
that this was given capital credit, and I don’t know whether 


it was or not, but we have seen a guarantee by another 


i a 
eee in nis mt tonneau Nate neon an eta a ar 
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member firm that those proceeds would be evidenced by ; 
a subordinated loan if they were nseded and if the steck 
exchange want to give capital credit to that subordinated 
loan it would be the sams as giving a capital credit to-- 
Mrs. Murphy's subordinated loan, even better, because you 
had a member firm on the hook, scmecne you had jurisdicticn 
over. 

Now the story starts, I guess, in 1968 when that 
1967 audit comes in, a little late again. These audits 
for all firms came in a little late in these two years... 
What was the exchange supposed to do abcut it? It is 
the auditors who were doing the job, and if they had... 
any problems, their personnel was strapped, the exchangs 
can't do the audit itself. It has only got three examiners 
where Lybrand Ross has 150. 

In comes the audit. The capital is all right in 
February, 1968, but there are some record keeping problems. 
Maybe they are not any different than tha other firms 
on the street, but these guys at McDonnell & Company aren't 
paying attention to the stock exchange staff. 

So Mr. Bishop slaps on some restrictions and 
it gats a lot of attention. He has got T. Murray McDonnell 
over there two or three times in a couple of weeks, and 
McKay, and he has got letters going back and forth, and 
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in about a month he is satistied not that the situation 


is any different but he is satisfied with what the firm 


is doing in any event was the right thing, and now the 


stock exchange knows about it, and it has got somsone 
paying attention to it; the restrictions are lifted; the 
-firm is told "Take it easy, fellows, be cautious or we 
may have to put those restrictions on.” 

The firm is put on a monthly reporting system; 
it has got to file these special operations questionnaires 
every month so the exchange can keep track and see that 


this problem doesn't get out of hand. 
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Mr. Schuette testified that the problems 
seemed to be remedying themselves in late 1968. Neverthe- 
less, McDonnell put some of its own restrictions on and 
cut down the number of its trades. 

Lybrand started their audit on October 
1968. We don't know what they were qoind to 
that fall of 1968, 

November, Mr. 
You know, on Wall Street you hear more 
than almost any other place, even more than ladies' 
clubs or the Flks club. Gossin is what makes Wall Street 
go round and round. 


Mr. Bishop heard that seven producers were 


leaving. He was worried that maybe management was getting 


a little weak at McDonnell. So he asked Mr. Schuette 
to take a look and see if they were any worse than they 
were when they put those restrictions back in March. 

Mr. Schuette did take a look and 
with a report to Mr. Bishop. That's Exhiopit 35A. He 
has a lot of schedules attached. Do +) w what those 
schedules show? They don't show the situation is anv 
worse. They gnow Lt was.a little better. 

There is a whole colmmn of capital 


exhibit, They're all good ones. 
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They're all considerable under that magic 2900 per cent 
net capital. 

Mr. Schuette writes a little note to Mr. 
Bishop down here and suggests that in view of his 
findings “we ought to wait and see how the audit turns 
out because the auditors are in there working” -- and 
that's reasonable, because when you consider restricting 
a firm you are considering telling the firm it can't 
make as much money as it would like to, it can't work 
as hard as it would like to. 

It's like telling the working man instead of 
working an eight-hour day he can only work a seven-hour 
day, that is, he can only earn seven hours' pay. You 
don't jump into these things. You give it some thought 
and wait until you are sure, until you have some aood 
evidence. That's what Mr. Bishop and Mr. Schuette 
agreed to do in November. 

That conclusion was confirmed when they aot 
the December special operations questionnaire. It came 
in in early January, again illustrating the time lad in 


brokerage reporting, but it-showed fiaures for November, 


for Decemb er, and for the prior March. Mr. Bishon 


testified that those figures were all scood fiqures. 


There was not any cause for alarm. 


pgr3 

All during this time in 1968 McPonnell & 
Company was reporting capital ratios to th 
change. You will recall that ratio is above 2090 per 

if it's scrutinized and found to be really above 
cent it's a violation of the exchange rules. 

I would like to read very quickly what the 
evidence shows about the capital ratios with respect to 
McDonnell & Company in 1968. 

March 18, 1493. 

1335. June 27, 1743. June 

1596. August 26, 1354. August 30, 

27, 1369. Jovember 4, 1341. November 1] 
November 18, 1277. November 25; 1352. 

1598. December 30, 1659. January 6, 1753. 

Not until January 27 is it that the exchanqe 
learns McDonnell is really in violation of the exchande's 
eapital rule. Rack then as of October 3l, 1968, the 
auditors provided information for the exchanae to 


calculate that. The exchange had gotten a little 


you can't act on rumbling. | You have to have the 
figures. The response is going to have an important 
effect. You have to knowwhere you are going and how 


far you are going to go. 
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advance rumbling of this, maybe January 10 or so, but | 
' 


There has been a lot of chatter about this 
report being late too. Tt was, The firm qot an 
ex{ 2nsion. When they qot an extension on Necemher 23, 
1968, it was granted only on the assurance of Messrs. 
Lybrand Ross in their letter which is Exhibit DD that 
McDonnell & Company was meeting capital requirements as of 
October 31, 1968, and as of December 23, 1968. 

It was reasonable to grant an extension on that 
assurance from an accounting firm like Messrs. Lybrand, 
Ross. I don't think the exchange can be faulted at 
ali. 

When this audit was examined it showed a 
ratio of about 2700 per cent. That's 700 above the 
2000. What they needed was about $509,900 improvement 
in that capital ratio to get it down to 2000. 

That was not ooad enough because they wanted 
make sure that this would not be a problem firm again, 
Mr. Bishop told the fellows from McDonnell at a meetina 
January 29 "You quys improve your capital ratio by 

$500,000 in two days and in about ten or fifteen more 


dzys you get in another $2 million of improvement to bring 


yourself helow 1500 ver cent cr I don't have to worry 


about you any more." 


"No problem," says McNennell & Company. 
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On January 30, 1969 -- it came in a day early -—- 
they didn't get just $500,000 additional, they came in with 
§950,000 of net capital. That's a 30 per cent reduction 
on market value, so the market value was about $1,390,900 
of additional capital to apply to their requirement under 
the net capital rule. Where did they get that? 

The exchange learns for the first time on 
January 30 that Mrs. Ar McDonnell, Mr. Murray 
MceDonnell's mother, has } creased her already existed 
subordinating account in the amount rouchly of $1,199,900; 
Murray's wife Marjorie has put another $222,999 into 
her already subordinated account. 

After this is done the hest analysis of the 
exchange: Here's a firm that is $450,900 to the aood, 


and under the capital rule it's a firm that’s pr 


it's going to get in that other $2 million 


They did. The firm did bring in that other 
$2 million and 3 14a it in part from Mrs. Murphy's 
subordination, among other things. 

One of Mrs. Murphy's claims is that she didn't 


know there was a capital violation. We know that all of 


her subordinatien documents, the subordination aqmreement 
~ Ul ’ 


the financial supplement, application for approval to the 
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stock exchange, which came in much later -- you will 
recaii she was approved sometime in March -- all of this 
documentation was signed on February 4 The firm of 
McDonnell & Company was not in capital violation on 
February 4. It had not been since January 30th, when 
Mrs. McDonnell and Murray's wife put in their funds to 
put McDonnell $450,000 to the good. 

Some of this money that did come in on 
schedule later, the extra $2. million, consisted of funds 
from a trust, which I have mentioned before, the 
tanufacturers Hanover Marjorie F. McDonnell trust, which 
Mr. Bishop described as the Flannigqan trust. 

About a million and a half dollars in market 
value was brought in by McDonnell & Company. 
Manufacturers Hanover was willina. Marjorie F. McRonnell 
was willing. The stock exchanae said "No, no. We don't 
like that agreement. We are not sure that it authorizes 
this kind of investment." 

It's like a trust provides that vou can only 
invest trust funds in government obligations. If sore- 


body wants to buy common stock, it's not authorized. 


The stock exchange didn't think it was authorized so 


it sent out and said "You have to come in with somethina 


more." 
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I think this is important, ladies and 


qentlemen, 


calling them as it sees them. It's not just, as the 


plaintiffs have argued, taking anything it can get and 


throwing it into McDonnell & Company to keep it going. 


It's calling it as it sees it and it's throwing back 


because it shows that the exchance was | 
i] 

| 

a million and a half dollars. | 
\ 


This was made up very quickly. Murray 
} 
| 
McDonnell, as Mr. Schuette said, went out and put in | 


$600,009 of temporary capital on March 10. Murray in 


April and May, as we have seen in exhibits and notes, 


went across the street to Citibank and borrowed $1 million 


at one shot and $650,000 at another. So here we have 


no hairpin on that, comina in in the gnring of 1969 to 


Manufacturers Hanover money that the stock 


roughly $2 million of Murrav McDonnell money in cash, | 
replace the | 
| 


exchange rejected. 


"now," say the plaintiffs, “that miaht 


take care of the capital problem, but this is a firm 


that has paperwork problems. What are vou doing about 


those paperwork problems that are causing the capital 


problems?” 


Well, the stock exchanae didn't even 


i 


Their meeting was on 


have to do anythina about that. 
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the 29th. On the 298th of January McDonnell 5s 

Company sent a letter tothe stock exchanqe, Exhibit BBL. 
This letter first analyzed the capital develorments 

that had occurred between October and January 29. 

showed that there was one partner or one capital 
contributor who was ieaving with an amount of $495,000 
and that there had been other withdrawals and there also 
had been increased in capital. When you net them all 
Out. 

McDonnell & Commany certified to the exchange 
that they had improved their capital over what it was in 
October by $845,000. So the exchange was not concerned 
about that partner that was leaving, the capital 
contributor. 

What are they doing here about paperwork 
problems? 

This is the teread in which McDonnell & 
Company adopted what we call "self imnosed" restrictions. 
Why did they do that? I think it's easy to say. This 
was a proud firm. The firm is under restrictions and 


doesn't have as easy a time to keep employees. tThev 


wanted to do it themselves, clean up their own house, 


and they said what they would do here, and it turned out 


they were doing the same thing that the exchange would 
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have had them do; they noted that since April, AneLl of 
'68, they had been trying to convert to an IBM 360-40 
automatic data keeping process. While they were trying 
to convert they were still running a parallel system so 
that if they had any mistakes on the IBM they still had 
their basic records, their old RCI system. They say 
they were running parallel tests on the old system. 
"we have added 143 employees to our operation staff. 
We started a cyclical box count.” 

You will recall there was a lot of talk 


about McDonnell not counting box securities. Here they 


are starting to do that. Mr. Bishop explained how a 


cyclical box count would improve the record keeping 


system of the: firm. They referred to their July 1, 1968 
small ticket restrictions and said "We are keeping 
those.” 

They had hired the firm of McKinsey & 
Company, one of these fancy management companies, to qive 
them some counseling on how better they could handle 

hese and their getting in some top personnel to help 
with the record keeping. They have Mr. Jaeger, a CPA, 
Mr. Cassidy, formerly vice president and director of the 
First Roston Company, Pavid Rome, CPA. 


So both in the capital and i “he record 
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keeping area this appears to be a firm that is 
really pulling up its socks. They're not sufferina 
from anything but just a little too much business. 
Isn't that. something we would all like to suffer from? 

I suppose the question could he raised: 
Should the exchange have shut this firm down in January of 
1969 when it got this audit report from Lybrand? It 
was in violationof the rules. Tf Le did; then Mrs. 
Murphy and Anna McDonnell could not have put in any 
subordinated money because the firm would not he there. 
It's as simply as pie. 

Well, let's take a look at that. 

This is a firm that had a $15 million net 
worth, (S16 miliion in) value. 


It was a firm that had a willingness to adopt 


restrictions before the exchange even told it to do biel 


and to hire consultant firms and new personnel to clear 
up its back office problems. Tt was) a Cigm that Neda 
quick responsiveness to capital problems and a seemingly 
inexhaustible supply of capital. The problem was it just 
needed to slow down a little hit. 

It had always heen a hichly profitable firm. 
In 1967 it made over a million dollars. The first eiqht 


months of 1968 it was making up to $800,900 in profits. 
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And it did have a falling off. Mr. Beebe vut ina 
document yesterday, Exhibit 98,-which showed that for the 
year ended 1968 when they made the report in March to 
the stock exchange the profit tailed off to $490,000 
instead of the $1 million of the year hefore. The 
stock exchange didn't know that in January. 409,000 was 
not so bad for this time either. 

You have _ keep in mind that those are 
profits after we paid Murray's salary and Moraan's 
Salary, and James McDonnell, III's salarv 


over there in the Paris fice. We paid 


these debentures which are getting a higher rate because 


they're owned by insiders under the exchange's rules, paid 
interest to these subordinated account holders 
high rates of interest, and all the other 
that preferred stockholders were entitled to. 
Ladies and qentlemen, rather than being a 
the exchange should have shut down in 1969 I 
submit to you that if the exchanqe haa done that it would 
have been the height of irresponsible reculation. 
The capital rule did not authorize it. 
The exchanae did have a constitutional pro- 
ion which provi@:d you could shut a firm down 


if you could show it was insolvent. How can 
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you do that with $16 million of net worth? Or if you 
could show that it could not meet its enaacements, that 
means pay its bills -- nobody said McDonnell could not 
pay its bills. 

Here was a firm with 50,990 customers’ 
accounts, with 26 branch offices throuchout this country 
and some abroad. What is going to happen to those 
accounts if you close the doors of that firm? Who is 
going to get out the securities and the money? 

Well, you will need some cash to pay emnloyees, 
to straighten out some of those records. To deliver 
out 50,0090 accounts, whose assets are those funds qoingd 
Lo come from? The plaintiffs. 


The other capital contributors to McDonnell 


& Company, Mrs. McDonnell, whose account is already 


subordinated to the tune of $555,900, sister Anne, what 
is going to happen if this firm were shut down? 

Ladies and qentlemen, if this firm were shut 
down by the stock exchange can you imagine the lawsuit 
that we would have in this court broucht hy all the 
McDonnells, not just two of them, but ali of them? Tom 
Ford would be the'lawyer and he would be standina up in 
this court on behalf of Murray and his wife and Moraan 
and Anne, Anne Ford Johnson, and Anna. McDonnell, the 
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estate of Sean McDonnell and the trustees who own those 
debentures, and the dollar claims for what they lost would 
be astronomical, and then they claim they lost 
opportunity because the stock exchange chopned down a 
perfectly good money tree that they had been nurturinc 
since 1917. That's where all this money came from. 
Murray and his wife would probably sav ne 
closed the firm down because it needed a little capital. 


"We have millions at home. He can walk across the 


street and on his signature get a couple of million 


dollars. 

Mrs. Anna McDonnell can say "I have a couple 
of million dollars in my safe deposit box. tT would 
qladly put some of it into the firm if my son asked 
me. 

Margaret Mary would say "If Murray asked me 

a favor, I would do it because I trust my familv." 

James, the prudent trustee, woulda be claiming 
for se same debentures and that same preferred stock, 
and he would probably tell us he would aqladlv put a 
million dollars in this firm as he let Mr. Bishop 
believe, but if he would not, there are all 
friends of his, Max Fisher, Roy Chanin, Sanford Kaplan 


and even Henry Ford would have been said to he willing 
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contribute to the firm. 
Mr. Beebe kept asking the stock 
“Well, you got these renorts from 
You knew all this information about them. It was 
filed with you as a regulator. Did you tell the 
public about these things?” 

Of course the answer was No. No responsible 
regulator tells the public about the information that he 
regulator learns in the course of his regulation. 

Would you want the internal revenue service 
blabbing about the reports you make to them or to any other 
regulatory agency? That's not the way responsible 
regulators work and it's not the way they're reauired to 
work. 

While we are on this “responsibility to 
disclose,” you heard a lot about these thinas called 
knowledaeability letters. I want you to know that there 
is no rule of the stock exchanae that required a 


knowledgeability letter. The exchange had a practice 


to protect itself generated back in the days of Ira 


Haupt when one firm failed as a result of fraud and the 
stock exchange was sued by people who lost their monev. 
Ever since then the stock exchanae said “When we judce 


that a firm is a little shakey we cet a letter from 
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anyone that wants to make any investments in that 


says 'We are going ahead on our own and we'll not 


the stock exchange'". 

The stock exchange made the judament that 
ought to get such a letter from McDonnell & Company 
May 21, 1969. That's Exhibit 56A. 
that letter. You will seewhat I mean hy describing 
as just an agreement not. to sue. 

Before you sp thinking about 
this knowledgeability letter, see if it would have 
done any aood. Here we have Anna McNonnell who was not 
a new contributor and was not renewing her contribution. 

money in a regular old subordin- 
ed account. Under the terms of that May 21 letter 
she was not one of those who would have been required to 
give a knowledgeability letter even if it would have 
mattered anything to her. 

And Mrs. Murphy, Mrs. Murphy has told us all 
she did was siqn all those documents at 6 o'clock in the 
morning when the chauffeur came, where somebody put an X. 
She didn't read anything. So why bother thinxind about 
a knowledgeability letter? Mrs. Murphy would not have 
paid any more attention to it than she did to anything 
else. 
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Then there is James. I think it's pretty 
clear James knew all there was to know about this firm. 
He was meeting with his brother Moraan in February -- and 
all this other information that he put in his claim to 
the liquidator -— but he did not hother to tell you what 
was wrong with it. James knew the score. 

No claimant has testified to you that if 
they had aotten a knowledgeability letter it would have 
made any difference at all. They have not said that. 
They know that this knowledgeability letter has been 
around this case for two weeks. 

Mrs. Murphy took the stand yesterday. 

Was there any word as to what would have happened about a 
knowledgeability letter? No, Sir: 

MR. BEEBE: May I object to that? 


THE COURT: Yes. I think reference 


is inappropriate. Please restrict yourself. 


RROOKS: The plaintiffs are not qoina 
to argue that the exchanoe shouid have shut this firm 
down in January of 1969 before they came along and put 
their money in. What are they left with? Well, 
they have to argue that after they put their money 
in the stock exchange should have done something different: 


They should have’made a choice here that was different 


pgr 


and that that would have imecoved the lot of 


plaintiffs in some way OF another. 


There is ro evidence of what the 


wovld have the stock exchance do aifferently. 


is no evidence that if there were evidence of something 


to be done difforently that it would have helped them in 


any way, 


and there is no evidence as to why that 


alternative 


should have been the 


good faith regulator should 


pure speculation, ladies and gentlemen. 


Once the plaintiffs become part of the 


capital structure-of McDonnell & 


decide to exercise that right to 


that Mr. 


Stein testified about this mornina, 


beneficiaries of any favoritism which they c 


stock exchange gave to McDonnell, because, as I under- 


stand the plaintiffs' claim, they're sayina the st 


exchange 
requlate 


to other 


4 


laid a liaht hand on 


a 


xc 
ry 


5 


i} 


, 


viaorously as it sould have, or as ft dia 
rms, and why didn't it do it? 
say: To let McDonnell make any 


to qive them a little biqaer chance than 
j 


they put their money in their part of the 
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firn. If this firm aets a better opportunity to make 
a go of it, that's to their benefit. So whatever 
they're saying about the stock exchanae after they put 
their money in it, taking it easy on McDonnell & Company, 
I say to you that could only help these plaintiffs and not 
hurt them, and if that's the case they have no business 
claiming against the stock exchange for any loss in their 
investment. 

Mrs. Murphy ,1ts her money in on February 4, 
After that I think the record cleari,’ shows that what 
is going on in McDonnell & Company, particularly in its 
capital area is a yo-yoing. They thoucht they had the 
problem pretty well sc) ved in February. Then alonq 
came the discovery that this Flanniaan trust really 
didn't have the right words in its document and that money 
was rejected. Thereafter Murray came in with more 

McElroy makes his 

ceport in April. He takes a look ec. those January 39 
figures and he says "Gee, things were a little bit worse 
than we thought." 

Now, Murray's money comes in after that, and 
that helps to cure that problem. 

What are we doing with record keeping? Mr. 


McElroy and Mr. Schuette discovery that the record keeping 
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needs some more work too. Mr. Schuette said "Mayhe 
we ought to put some restrictions on Poa! 

Mr. Fred Stock, whom I think Mr. Bishop 
described as one of hte really efficient thinkers and 
experienced people in the line of data processing and workin 
out plans to assist brokerage firms overcome these 
problems, said "Well, let's get a work plan From them. 
Let's see what they can come up with to try to correct 
these problems before we go slapping restrictions on them 
because, you know, restrictions can hurt a firm as well 
as they can help it.” 


They went along for about a month and they 


nian, one that essentially had worked 


for other firms, but on May 21 the stock exchange 
decided that things needed some more improvement. 
Mr. McKay, at this time, was taken very ill and died 
shortly later: He was the back office man. 

So on May 21 these restrictions were imposed 
and a knowledgeability letter required. 

Up until Memorial Day of that eae. 769), 
this firm had always exhibited a prompt ability and 
desire to get in whatever capital was needed. On that 
Memorial Day weekend when James McPonnell ndlayed poker 


with Mr. Bishop and went back to Detroit leaving an 
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He nome eS oa th aioe 


empty pot, the stock exchange realized there were aoing 


to have to be other kinds of capital improvements at 


McDonnell & Company. 


Jin time + 


neeemsererecnemnincactci ment nea cant i dba! 
. 


After discussion with the firm, which vou have 


seen in a June 25 memorandum by Mr. Newman, it was 
decided that the firm would sell off some hranch offices, 
and liquidate some proprietary positions, to improve its 
capital because capital can be improved in lots of ways: 
You can get new money and keep your same operation or 


you can cut your operation back, sell an asset or two, 


sansa <emastneranrenttnte menses 


and get some mnney and remove the capital charce. That's 


what they did. They brought in some new personnel, 


| 


Harry Lindh and Paul McDonald. I think Paul McDonald 
was an impressive man to anybody. He was imoressive to 


the stock exchange and they thought that here was a man 


rcenetattaeninetrts~aomrtn a nae 


with the managerial ability to turn this firm around 
if anybody could. 

Paul McDonnell utilized what we call the 
black Friday plan. That was a plan that had already 
an there, he said, in part and it was available at any 
well run business. It was:.a way to shore up the 
situation, to tide you over the touqh times. 

Going into that Auaqust of 1969 we heard 


a lot about a press release. McDonnell put out a press 
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release that said: It had concluded arrangements 
for three to ten million dollars of new capital. 

I'm not sure why the plaintiffs hored 
with this press release. Neither Anna McDonnell 
Margaret Murphy has ever testified that they read 
James said he read it; he didn't believe ic. He was 
wrong. Paul McDonald told us that. He told us they 
had a deal worked out with Dan Lufkin and a group of 
investors for about $6 million but it fell apart a 
couple of weeks later. He told you also that they had 
made up that $6 million by internally improving the capital 
situation and that's why no further press release was mit 
oul. I don't see what connection it has with thie 
case in any event. 

The exchange has no rule requiring approval 


of press releases or even submission of them. It's 


entitled to rely on the firm to abide by the disclosure 


rules, especially a firm counseled by Tom Ford and run by 
Paul McDonald. 

As late as August 20th the firm was telling 
Mr. Newman that this money was coming in shortly and that 
family difficulties were holding it up. There is, 
ladies and gentlemen, I think another red herring. 


Throughout the fall the firm was encaqed in 
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cutting back, selling branch offices. lte*s cutting 


its personnel and retrenching to its profitable business 


eee 


of rights and New York operations. 


Lybrand starts another audit in December of 


that year md they needed another extension hut this year, 


pre ‘ Besse aye ae avn etenacenteraceesenit- matvaaenmnee satel 
ttn sn cae do: erent = vn 


when they send in this letter asking for the extens.on, 
they can't give the assurance they cave in prior December. 
They say in their Pebruary 2 letter of 1970, UGU,, “We 
can't tell vou the firm is in capital compliance now. 


We can't tell you it was in capital compliance when we 


| 
| 
| 
| 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


started our audit." 

What to do? Mr. Bishop sets unm a committee 
for a cost accountant and coordinator to come un with 
some alternatives for McDonnell & Company. they come up 
with a couple of alternatives which are in an exhibit 
which has been put in evidence; Exhibit. VVV,. the bottom 


line though insists "Unless they can tell us something 


ak Sahl etmmelaemseaics amet dt ale: ines channel atiitonn insite “Toes ten cas nh 


i 
| 
{ 
| 
that is really positive, we think this firm is qoing to have, 


| 


to close its doors." 


2 <a aetna ll cit varios td 


| 
| 
| 


tame senate teatro aacscctaeaner tnt instay 


Now, from February 2nd when the exchange learned 
that Lybrand couldn't certify until March 13th when the 
firm went into liquidation, Mr. Bishop has told you that - 


the firm continued in business while the sxchange was not 


certain that the firm was in capital cm i. 4. 


You recall Paul McDonald testified about these 


six weeks, that he was busy getting cut as wany customers 


| 
accounts as he could and freeing up customer securities that | 
were pledged on the bank loan, so that when the day came | 


and the doors were closed on McDonnell-on Mach 13th, 
there would be as few customers as possible that woul be 
prejudiced by the closing of the firm. 
Mr. Bishop told you that this was the first 


and only time the rules of the exchange were not applied 


normally and across the board with McDonnell & Company 
as they were with any other firm. 


Now, if you will take a look at the capital ratios 


that are in evidence ter McDonnell & Co. in 1969, you 
will find a good number that are below capital minimun, 
below the maximum, below 2,000; you wili find a «ved number 


that are above. 


That's what that yoyoing was that ¥r am 


telling you about. The exchange would get one problem 


corrected; McDonne11 would bring in some more money, sell 
off some branch offices, and next menth on the reporting date | 
i 
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they would have a new problem, and they would take action 
to get that problem corrected. 

Maybe ora reported date should go by and things 
look all right, and Paul McDonald told you that somes weeks 
when the securities business was going good the firm had 
a lot of hope, and then the volume would take a dive and 
the securities markets take a dive and things wouldn't 
leok so good. 

But February 20th there was a ratio of 1500; 
March 3rd, 1617; March 24th, 1507 -- and these are — 
dates, ladies and geatlemenr you realize these are not 


reporteu until maybe a month or so later. 


April 14th, 1987; August 27th; 1770; October 29th, | 


1630. On October 31st, January, November 7th, 1659. 

That is not to say that my friend here, Mr. Beebe, 
pantt: reel off to you a bunch of numbers above 2,000. I 
don't dispute that. What I say to you is that when this 
yoyoing effect when on the exchanges wasn't sitting around 
on its hands. Every time they came up with a problem 
there would be a reasonable response taken and an insurance 
of improvement and compliance. 

Now, when the exchange really had a chance to 
sort oct the facts in its chart memorandum, and it had 
a chance to scrutinize these problems and really decide 
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what it could make stick on capital violations, it charged 


the violations. 

Charge 1, as of Octobez 3lst; another as of -- 
January 30, 1969; four in June; three in July, one in > 
September, one in November, one in December. 

That was all the stock exchange felt it could -. 
make stick. 

Now, throughout this two-year saga of McDonnell 
& Company I submit to you, ladies and gentlemen, that there 
is not one piece of evidence to show these man at the 
exchange had not proceeded reasonably with a plan which 
was rationally adopted, which has been approved in the 
business of this trade and of not proceeding in good faith. 

I think that is confirmed by Exhibit 8&6, which - 
is that report to the membership that Mr. Beebe has. focused 
on from time to time throughaut the proceedings. -.. 

This report shows what was going on -in the. 
industry and how plans like this plan the exchange - - 
applied to McDonnell worked with other firms across a” 
broad spectrum. 

Since it is in evidence I would just like to 
read to you seme of the things it says about what the 
exchange was doing and in part doing with McDonnell. 

It says that these three years, that is, 1967 
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to 1970, have been a time of perpetunl crisis in the 
securities business. The paper crunch of 1968 and 1969, . 
and the severe profit squeeze that followed required ths 
exchange to intervene actively at*one time or another in 
the affairs of 196 member firms - more than half of all-: 
the firms doing business for the public. These firms 
carried more than 2.2 million dollars in customer accounts, 
and, significantly, of these 196 firms only about 6 per 
cent, that is, 12 owt of 196 had to be suspended or 
liquidated by the exchange. That's a score of 94 per cent. 
In my school days that was an A. 

“Today no firm is under restriction." This is 
today, October, 1970. 

“As the paper work crunch eased, one of the 
severest financial squeezes in the industry's history 
began. The squeeze was caused by a decline in trading 
volume and sharply dropping prices which created severe 
operating losses and eroded the capital of member firms." 

Now, I think this shows McDonnell & Company was 
no exception; that what we had here was an industrywide 


problem, ari the progrem that was being applied by the 


exchange to McDonnell & Company was a program that it casei 


more ox Jess to 194 other firms, and out of that program 


cams up with a 94 per cent grade. 


| 
| 
| 
| 
| 
| 
| 
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Now, I think that's a sound basis to say what 


was being done here was reasonable and in good faith, 
Now, after it was over the exchange did bring 
these disciplinary proceedings that Mr, Beebe urges that 
it should have brought, We have seen that in the charge 
memorandum, Exhibit 83, It was a charge brought against 
T,. Murray McDonnell and the firm of McDonnell & Company, 
What could you do with McDonnell & Company? It 
was aiready dead, It was out of business. 
The exchange proceeded against T, Murray McDonnell, 
Mr. Bishop wanted to discipline Mr. McDonnell by suspending 
him for life from being a supervisory  3erson in ary member 
firm, That wasn't so bad because the SEC had done the same 
thing to Mr, McDonnell in about Aprii of that year; but what 
Mr, McDonnell couldn't take was what Mr. Bishop wanted to 
jdo in respect to Mr. McDonnell's ability to earn a living 


gas a registered representative, as a producer, 


fon the street, as Mr. Bishop told us, It was his judgment 


that some suspension of Mr. McDonnell in that capacity was 


érited, 


To fight off that claim, eacioad McDonnell sent 


| 
| 

| 

=) 

| 

| 

Mr. McDonnell had been one of the leading oie 
| 

’ 

| 

} 

. 


letter to Mr, Bishop dated November 19, 1971, which was 


response to the certain charges and to Mr. Bishoo's proposal 
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that Murray consent to this suspension, 

Murray says in that letter: 

"This reply is submitted in response to your 
memorandum of charges forwarded to me by letter dated 


‘October 26, 1970, I must deny all your statements of 


alleged fact contained in the charges because they are 
lacking in validity —" 

"I consent to a permanent barring from any 
managericl or supervisory position with any broker-dealer, 

I negotiated in good faith after a full investigation by the 
SEC and agree to this settlement under which the Commission 
permitted me to at least earn a living for myself, wife and 
nine children as a stockbroker, To consent to any suspension, 
in addition, appears to me as unduly harsh and inequitable 

in view of all the circumstances, 

"I took every reasonable action for a chief 
executive officer in order to provide the company with 
prudent operating management, from the hiring of McKinsey 
& Co., Inc, in 1968, and Lawrence O'Brien as president in 1969 
down to the ultimate hiring of H.C.B, Lindh and Paul McDonald 
to protect public interests, 

To the extent that the company alleged operated 
in technical violation of some eee there is clear 


reason why we continue to operate despite the violations, 


| 
4 
| 
| 
| 
| 
| 
| 
‘ 
| 
| 
| 
| 
| 
a 
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The Department of Member Firms of the exchange repeatedly 
urged the company to continue despite the alleged violations 
because':the alternatives of suspension were inconceivable 

at that time. The violations now recited were — to 

the exchange while they were occurring and oral waivers 

were given by the Department of Member Firms to cneeniaia 


while making best management efforts to correct the problems, 


| 
Such efforts were vigorously made with the en- | 


couragement and collaboration of the exchange. Again, your 
statement of facts documents the history of waiver and 
ratification to which I refer, 

Thus a question is raised as to the authority 
of the exchange officials to interpret and to enforce 
exchange regulations, The position new taken by the eee 
of Member Firms argues that we should have ignored their 
oral directives and suggestions, and that they were not 
personally authorized and responsible in so directing us. 
Repeatedly the management of McDonnell was advised by officers 
and employees of the exchange that the regulations were 
subject to various interpretations under some of which we 
could be considered not in violation, We were further advised, 
by the same persons of the arithmeti¢al’calculations regarding 


compliance could be arrived at in different ways under 


some of which we would not be found in violation, 
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We were assured by innuendo, by oral statements, 


and by policy decisions that the regulations and the arith- 
metic would be so construed as to find McDonnell not in 


violation of these regulations while we made every effort 


to save the firm, 


For over 60 years it was the purpose of the firm 
to maintain the highest standards of ethics and integrity 
in the conduct of its business, My own charitable activities , 


included chairmanships of the Committee ou Education for 


the Archdiocese and the Executive Committee of St, Vincent's | 


Hospital. I ama trustee of St. Vincent's Hospital and 
| 

Brandeis University as well as being a member of the Cardinal's 

Committee of the Laiety and first vice president of Capital 


Youth Organization, 


| 

| 

| 

| 

| The crisis of the last three yearsin the siceiaiachaceu 
: | 

| | 


| industry is well known. In late 1967 and in 1968, the most 
| active securities markets in history overwhelmed the eaeies 


| paper work processing capacity. As the exchange itself has 
stated, the cascade of paper work into brokerage offices, 
{| banks and transfer agents was unprecedented, Unfortunately 


. the magnitude of this crisis has overwhelmed many firms 


ii allowed McDonnell to continue in business despite its critical 


paper work and capital problems," 


| 
| 
| 
| with McDonnell one of the first to go. The exchange itself | 
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Does it sound familiar? Right out of Mr. Haack's 


letter; it came out a month earlier, 
"To exact a suspension of me and deprive me of 
a living, at this time, would cause me severe personal hard- 


ship. 


; 
In view of all the foregoing I submit that a 
disposition of this proceeding along the lines of thr SEC 
order of settlement would be fair and equitable and allow ! 
me to continue to earn a living under the close supervision | 
of my current employer," | 

Ladies and gentlemen, it is 2 plea of a desperate | 
man faced with the loss of his livelihood, 

The exchange didn't buy it. Mr. MeDenneil consente 
to that suspension that he was trying to avoid, 


And why did he do it? Because there is absolutely 


no evidence ‘’n the record of McDonnell & Company or the 


of cu.e rules, any of these oral waivers or int.uendos that 
Mr. McDonnell talks about, and he knew he couldn't prove it, 
and he signed up, and th? stock exchange called his bluff, 


Only from February 2nd to March 13th when Paul McDonnell 


| 
| 
exchange which shows that there was any non-normal sox 
| 
| 
' 
j 


was working as hard as he could to get out those customer 
accounts this firm continued business without normal corrected 


action being insisted upon by the stock exchange, and now the 


ed 
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| 
| 
| 
| 
plaintiffs have taken a page out of Murray's bo-*, . 
Where do you think the idea for this lawsuit 
came from? | 
: Now you recall Mr, Beebe's jousting with Mr, | 
Arning about the trust fund? | 
I suppose what they would want to do is pull it | 
all together and say, "The exchange had a trust fund and | 


that's the reason why they didn't enforce the rules in respect 


{ 
| 


to meDonnell & Company." 


| 
| 
I don't see how it follows, ladies and gentlemen, 
We know the exchange did have a trust fund, and 
it did elect to assist those cuxtomers -f McDonnell & Company 
that Paul McDonald couldn't get out, and it did make seven 
to nine million dollars available to help them, But what 


is there tu the claim that that is why the exchange did er 


| 
| 
| 
| 
Well, first of all the trust fund ts only usable | 
! 
at the discretion of the exchange or the trustees, The 
trustees have to decide they want to help somebody, and if 
they don't want to help somevody and they feel a littie | 
financially strapped. they can keep their trust fund moneys; 


they don't have to help a soul, 


did not do what the plaintiffs sav it did or di?n't do? 


You take a look at “xhibit III, the first paragraph, 


‘ 


that's exactiy what it says. And in the fifth paragraph it say 
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So there is no commitment to help anybody. The 
exchange had no motive whatsoever to apply those miles to 
McDonnell & Company any differently than it did to other 
firms, and there is no evidence in this record that it did 
until February end when Lybrandsaid it can't certify, Then 
the exchange said "You have got to get the customers out, 
Let's try to do it as quickly as we can," 

Now let's think about it fora einenns If the 
exchange had a concern about the trust fund why did it kick 
back that million and a half in Flanagan Trust money? Why 
noc the Flanagan Trust rather than our trust? 

It is clear the exchange was calling them as they 
Saw them, It wasn't looking over its shoulder at anybody. 

And think about it a little further, ladies and 
gentlemen: Have you ever heard of any other industry putting 

| together moneys to assist the customers of a competing firm 
when it goes out of business? Did you ever hear of that any- 
q where? 
a» am not saying this is a completely charitable 


trust; what I am saying is that in the brokerage industry 


because of the New York Stock Exchange we have an industry of 
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integrity aniwe have one of financial integrity and trust- 
worthiness, and that's so because of the charitable trust 
and because the trustees elected to exercise their discretion 

Now I come to the technical argument in this 
case that I think it's almost a foregone conclusion that 
‘the plaintiffs cannot meet their burden upon it, and that's 
the argument - proximate cause, 

That's a strange firm, and it took me a long time 
to learn it and I am not sure I learned it yet; but his Honor | 
has, cad he will give you instructions of what proximate 
cause means in law, 
| Let's cry topit it in practical terms, Let's 
Say you take your car to a garage and you tell the mechanic 
you want to fix the wheel, 

You get the car back from the mechanic and you go 
off driving and you come to an intersection, am you see a 
truck, and you go to blow your hoirn to get the truck out 
of the way, and the horn doesn't work, and you hit the truck, 
You can't go back and sue the mechanic because he only worked 
on the wheel, and his work on the wheel was not the proximate 
cause of your damage, Yourhorn. was, 

And I say that in this case the plaintiffs, even 


if they could show that the exchange acted unreasonably 


and not in good faith, what it did or didn't do to McDonnell 
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& Company cannot show you that what was done or not done : 
made their lot any worse, caused them to lose any more money 
they can show you that the exchange should have closed down 
McDonnell & Co. before they came shone ann you know that we 
can't do that. 

Mrs.McDonnell deposited her money on January 30th, 
Margaret on February 4th, and James in early April. 

Now, there is no evidence whatscever , 
exchange should have been doing anything differently in that 
period, or if it should have been, how that different course 
§ of conduct would have helped these plaintiffs, 
Now once they are in, as I told you. before, they 
B become part of McDonnell & Company. For better or worse they 
are riding in the airplane, and if we are going to bend the 
# rules to felp the airplane make it to a safe airport, they 
are going to make it with that airplane, 

So their claim has a conflict in it. The conflict 


is that we made it easier for McDonnell & Company, but after 


gthey put their money in they were part of McDonnell Company, 


4 so how have we hurt them even if what they say about our 
gregulatory program was not true? 

Now, they knew the problems at McDonnell & 
|Company at one time or another, We know that, Margaret knew 


it when Sandra McDonnell talked to her in the early spring 
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of 1969, They all got their financial statements, we know 
that, because the exchange got a letter from Tom McKay 
dated March 3rd saying that the financial statements went 


out with the February account statements to all its customers, 


There was that meeting 4 the Carlton Hose in 
July that Paul McDonald testified about, and he told you 
he gave them a straight dosage. 

Now, throughout all this time nobody is looking 


around for a parachute in the airplane, Nobody is looking 


dinated accounts agreement under which they could have 
terminated the agreements and gotten out, 


Mow, there is language in those account agreements 


| 
around to start their hundred days running on their subor- | 
| 
| 


which says you can't take your securities out if the firm | 

would be in capital violation; but that's a differmt para- | 

graph than the one which says you can terminate the whole 

agreement, and when you wa‘t your hundred days, out you go, 
Parachute, Nu attempt to get out, 


Do you remember James! testimony and Paul McDonald' 


the firm down and they called in the lawyers who worked on 


© . Beas 
oe) 


the Ira iicupt case? What did those lawyers say? “Don't 


testimony in August, 1969, when they thought about closing | 
e1zose this firm down or you capital contributors will lose 


yeur shirt, The only course is to keep it going," 
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That's what they are claiming the exchange did. 
They claim the exchange permitted McDonnell to keep going. 
Now, how could that cause any injury to these 
capital contributors once they are in if those Ira Haupt 
lawyers told them that that was their only hope, 
only hope in August; it was their only hope, as long as 
they put their money in, unless they elected to use the 
parachuté, and they didn't, They stayed where they were, 
THE COURT: Mr. Brooks, are you close to finishing? 
MR, BROOKS: Yes, I am, . 
Now, I think, simply put, if they lost their mone 
it was their own fault because they could have gotten out 
if they wanted to. But, of course, they were McDonnells, 
wand they weren't going to bail out of the plane and risk 
\ the crash of the other McDonnells, They decided to stick with 
it and ride it out, And why not? All of the money had come 
from McDonnell & Company, and there was no reason to believe 
q that it couldn't be regenerated and turned back into a healthy | 


j firm when the market turned again, As Paul McDonald said 


BoccaSionally it did during that fall. 


Now, unfortunately the gamble didn't work. That's 

g the way it is on Wall hevket Most of us have lost some money 
on Some investment, but that's our loss because it was our 
choice, just as it was the plaintiffs! choice, 
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The case against the exchange is simply an 
attempt to stick the exchange with the plaintiffs' deal. 
It is not a claim that is entitled to any respect by you 
because everyone here pays their own way, You do and I do, 
in good times and in bad times, because 4t‘'s only fair. 

' Thank you. 

THE COURT: Ladies and gentlemer, we wili take 

a ten-minute recess, and I am going to hold it to ten minutes 


(Recess.) 


SOUTHERN DISTRICT COURT REPORTERS. US. COURTHOUSE 


i Z 


aw 


(Jury in box) 

THE COURT: You may proceed, Mr. Reebe. 

MR. BEEBE: Ladies and gentlemen of the 
jury, as you know, there have been a lot of facts that 
have come in, hut when you analyze those facts, really, 
this is not a very complicated case at all. Teiis 
about what we heard in the beginning, in the opening, 
the case is about failure to requlate, failure to dis- 
close -- that is, failure to tell the truth. 

None of the plaintiffs, as you will see, 
or aS you perhaps have seen from the evidence hefore you, 
were given an opportunity to make an informed decision. 

You have heard a lot of discussion ahout a 
lot of matters, and it's up to you to decide which ones 
are more important and less important. 

You heard the company described by Mr. Brooks 
in words that made it sound like it was a very solid, 


a successful company. You would never believe, if you 


heard that, that it was just a few months later that the 


company was out of business. It didn't sound like the 


same company involved here at all. 
You also heard some arqument about how 
people would have made investments even if they had 


been told z1li thse things. Well, perhaps you can conciude 
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that if people, other people, had not heard the same 
things, other potential investors like yourself or anybody 
else who micht be a potential investor back in, ‘68, 

the beginning of '69, they too would have made these 
investments, would have done just what our clients did. 

If anyone didn't have that information, perhaps anyone 
would have acted the same way. 

I'il go into this in a little more detail 
later, but I think it's something you should consider 
when deciding what it is that motivates people to act, 
to make investments and not to make them. 

We have had 19 witnesses including the two 
that were read in from their depositions and approximately 
150 exhibits. 

The question really, as it comes down, is not 
whether or not McDonnell & Company was in serious, in 
fact, terminal condition -- I think you can conclude it 
was -- but the question is, when did the problem start? 
Why wasn't someting done earlier? 

You have just heard some aroument about an 
airport, a plane being safely escorted to the airport. 
Well, if you want to follow that throuch, the plane 
crashed, I'm ser to say. 


You also heard anestions of parachutes ana 
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perhaps people -- the argument aqoes ~~ should have put on 


parachutes and jumo off before the crash. What you xe 


not told is that the parachutes they supposedly had 
available to them, this 100 days' notice huried in the 
subordinated agreements, had holes in it. 

I'll explain this a little more later and 
you, of course, can produce the subordination acreements 
yourself and reach vour own determination, but it comes 
down to this simple: If you exercise a LNN-dav 
provision and you try to withdraw your funds, you can't 
do it if it puts you under the 1500 or 2009 ner cent 
limit. If you exercise the other provision which allows 
you to terminate the agreement, then the commnany can 
li suidate and go into its own liquidation, which you 
may conclude it had to do at that point because it had 
not enough money to continue. 

There was no choice. When vou heara testimony 
that there was no choice, you can conclude that was he- 
cause they were locked in the minute they sianed. There 
was no way they could get out. They could not use a 
parachute when they signed the subordination acreements. 

You heard an analoay to a mechanic who 
prepares the wheel of the car and then the fellow aoes 


down the street and doesn't beep the horn and gets in an 
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accident. You might consider that's not particularly 
apt to this situation where the mechanic had the whole 
car under his jurisdiction and repaired every bit of 

it, beeping horns and what have you, and the question is, 
to get back to the reality of the whe, aid he repair 
it? Did the New York Stock Exchance repair it or 
didn't it. If they didn't, why didn't they? And it 
they did, when should they have done so and what was the 
result tc our clients of their not havina done that? 


o 


The exchange claims they should cet an A for 


effort for what happened here. I suppose by readina from 


the Haack memorandum afterwards explaining what happened, 
the A for effort is that the whole industry -~- and I 
think you can conclude this from the memo itself -- was 
Se te out and saved. 

You can also conclude this happened by the 
non-application of the rules in certain specific cases 
and the name case that involves this jury is McDonnell 
& Company. One was used to save the other. 

Mr. Brooks also conceded that perhaps the 
exchange failed in maybe 6 per cent of the cases. I 
think you can find that McDonnell was one of those. 

Failure was in not enforcing the rules. 


I submit that's a concession on Mr. Brooks' behalf, and 
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in the memo itself that's in evidence in front of you 


as to what it is that the plaintiffs are contending. 


There was some mention that knowledaeability 
letters were required. Things were a little shaky. 
You may ask yourself: Weren't they shaky in Januarv? 
You can decide that based on the evidence. 

There has been also some arqument here, 
that Mrs. Murphy signed up, and this was stated rather 
firmly, on February 4. I believe if you look at the 
evidence you will find -- and search your recollection 
for that testimony -- that Mrs. Murphy testified that she 
signed up one morning at 6:30 in the morning and that the 
notarial seal, the person who notarized it and said she 
came hefore her, and so on, was not there, and Mrs. 
Murphy was not in front of Jane Foley, the notary 
when this took place. So you can infer, I believe, 
that Mrs. Foley filled that in later, and the actual 
signature occurred a day or two after the telephone calv, 
from earlier testimony, made prior to January 29. 

A string of ratios were read to you just 
now apparentiy from the exhibits, McDonnell & Camnany 
net capital ratios. Yesterday, you will recall, 
in the evidence, another string of ratios were read to 


you. I would like you to compare those. 
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The figures you heard today, 

McDonnell & Company's own 1968 figures, not the 
exchange's, not the exchange's analysis. It was the 
analysis that McDonnell & Company gave on its own account 
in 1968, and even some of those were over the 1590 per 
cent warning level. There were not any fiorres from the 
exchange. There were not any figures from the 
exchange, at least as I heard the araument 4ust now -- 
and the evidence is the best evidence so you can look 

for yourself -- showing the exchancae analyzing McDonnell 
& Company below 2000 per cent after October 321, 1968. 

In fact, I'll go into more detail when I 
rehearse these and bring them before you as exhibits 
later on, the fiqures after October 31, 1963 hy the 
exchange's own numbers, were all over 2999 per cent. 

If there is onetelow, that's up to you to find in the 
exhibits, I didn't hear Mr. Brooks arauing one 
just now. 

The charging memo, as you know, in terms of 
time on McDonnell & Company, it showed all figures 
above 2000 per cent. You never saw anything in the 
charging memorandum. Please examine it yourself. It's 
in evidence. It shows compliance by the McDonnell 


Company with the net capital rule after Octoher 31, 1968. 
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Why is this important? You heard testimony 
that companies were usually put out of business ina 
matter of hours. i.ese were hard tires. There was a 
lot of pressure on the exchange, so I didn't hold hin, 
Mr. Arning, to a matter of hours and I said "What's the 
worse you ever heard? 

He never heard more than a week, Those 
strings of violations are the most important rule of the 
stock exchange and they went on unahated starting on 
October 31, 1968 right into 1969 and right through 
1969. You can look in the exhibits yourselves. 

That's not a matter of hours. That's not a 
matter of a week. And it all raises the same question, 
the same nagging question, which we will aet to ina Littl 
while -- and the answec that these exhibits and this 
testimony reveals -- why didn't the stock exchanae 
enforce the rules as to McDonnell & Company? 


Mr. Brooks also talked about how irksome 


it would be to a company to have restrictions imposac 


saying that if a worker was told he could oniy work seven 
hours you would hesitate before you toid him that 

because it will cut down on his waces. What you micht 
do with that kind of worker is give him a warring that 


for some reason shorter work hours were to his benefit. 
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Back in October of ‘69. if \tcan ioe into 
McDonnell & Company ~~ ~ don't want to stray too far -- 
you could tell McDonnell & Company when the first 
warnings came out, which you may remember were September 


4, Mr. Waterbury wrote a note saying “Why Jon't they cet 


more capital?" 

Mr. Bishop wrote a note sayino”" conditions 
seem to be deteriorating." This was on November 7, aS 
I remember it. That's another exhibit in evidence. 
At this point, or some point around there, you miqht 
ask yourself: Why didn't the stock exchanae issue a 
stern warning to McDonnell & Company? Mr. Brooks 
mentioned “Pulling up socks,” write them a letter saving: 
"pyll vo your socks or else we are joing to do something 


to vou.” 


That's not goina to hurt anybody. That's 


not going to take away his eight-hour work day. 


McDonnell was not working eight hours 4 work day; they 


were working 12, 14, and 20 hours a day- That was not 


healthy for the company. It was unhealthy, 45 you may 


see for yourselves from the exhibit in the evidence. 


McDonnell was not & healthy company. 


At a point like that it's to the company's 


advantage to tell themto slow down your work, jast like 
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it would be to a man who is compulsively working 12 and 
16 and 20 hours. There were labor laws passed in this 
country at the turn of the century for the protection of 
people who were forced to work too hard, and that might 
have been a good thing here, to have done somethina to 
reduce McDonnell's overworked conditions, an overheated 
plant which was causing it, as you finally heard, as 
seen through the exhibits, and testimony that the 
deteriorating operating conditions led directly to the 
cxpital problem, so you can't solve one and leave the 
other to fester because the other one, the capital 
pvoblem, was goina to come back aqain and aqain and aqaain, 
which is exactly what happened. 

The Scheinman, Hochstein deal late in 1969 
or August of 1969 was given a net capital credit for some 
reason? Was an exception made there? You heard a lot 
of testimony that the net capital rule recuired, whatever 
it was that you were going to give, an asset value was - 
to be a liquid value. It was not liquidity for public 
customers, which seemed to 2 as was arqued this 


afternoon. The net capital rule required liquidity of 


into good cash in short order. You can look at the exhibit 


yourself on Scheinman, Hochstein, and you may conclude 
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from that that this was a letter of intent. This was not 
a guaranty. The word “quaranty" was used. There was 
no guaranty in there. It was a letter of intent which 
never, you may find from the evidence, actually 
pivarts ities: No money came in. No money was 
subordinated. That was the alternative «hat was mentioned 
just now. 

Neither of these alternatives occurred. 
Why? Why would that be given cood capital status by the 
exchange? Why make an exception? 

This was a rights firm. This was a rights 
firm back into the ‘20s. It was the only one on the 
New York Stock Exchange, and you heard some argument, the 
argument to give credit on the trade date for capital 
purpose; it was battered back and forth. That's nonsense. 


They had been an arbitrage firm for years and years 


and years. Why do you have to change the trade date 


or the settlement date? There is only one reason. 

They needed capital. That's why Waterbury wrote the note 
“why don't they get more capital?" and Mr. Newman wrote 
the note. The Waterburys, Newmans, and Spies and Schuettes 
were #ll lumped together with Mr. Bishop and perhaps Mr. 
Arning in the argument here. I put them in two 


categories. 


« 
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You saw that the people down at the front 
lines, at the lower levels, were all sayine, "This is not 
aood capital" -- in each of these cases -- “and 
McDonnell shouldn't get a special exception.” 

This was according to the honest man on the 
front line. And something happens upstairs and they 
get a special exception. That's what happened here. 

Are stock record differences something 
that's going to evaporate in a little while? There is 
monetary difference there. It’s not very imvortant -- 
that's what the argument was. It didn't evaporate here. 
You said stock record differences just buile up and up 
and up, according to the records. 

The income tax credit, the testimony from 
all sides was that you had to demonstrate it was 
receivable within 30 days. You could walk through 
Andover, Massachusetts or something like that and 


lo and behold it was going to he comina in, and you can 


say this was good capital. It was proof that something 


was happening. There is no evidence of that. 

There is evidence that the income credit 
appeared and was granted to McDonnell & Company all 
summer, all the time, and none of these liauidity 


requirements were met. These were exceptions, exceptions 
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that were made for this company. why? Lettered 

stock. It had to be demonstrated it had a value. 

Where is the demonstration here? . Where is the evidence 
that shows that this lettered stock had any value at 

all? Why do they get special treatment? 

You also heard some araument that they tried 
to slip in the words that McDonnell & Company was 
supposed to protect the stock exchange, was supposed to 
protect public customers. That was their obliaation. 

You may find from the rules, and his Honor's charae, 

that there were is inatnies to support money lenders that 
were just as strong and as vital and important, certainly 
in the case of our clients. 

On the debenture, some differentiations mace 
between the Manufacturer Hanover Trust and the way it 
was treated by the exchange, and the way that the trust 


and the debenture rollover in this case were treated. 


I submit ladies and gentlemen that that's really 


splitting hairs. tf vou look at the trust instruments 
in either case you would see on the face of them, as 
_far as McDonnell & Company was concerned, that it 
needed majority authorization. In fact most trusts 
which had multiple trustees would require the majority 


of them to act. Even on the face of the exhibit it 
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does not say two lines for siqnatures. It does not say 
"murray McDonnell signing on behalf of some other 
trustee"that gave him oral consent. There is no 
evidence to the contrary. In fact there is no evidence 
at all re of the other trustees affirmatively 
authorized it. 

There was an argument at the hecinnine of 
Mr. Brooks' summation that, as best as I can make it out, 
James was some kind of security analyst hack in 1940 
and therefore he knew in 1969 when he came in that 
there were a lot of things wrong with McDonnell & 
Company, all the things that we know now from what the 
exhibits have shown, and that therefore there was not 


the things that were wrong that prevented him from going 


in but it was the fact that he wanted to help the family 


company. 

I got a lot of trouble making that juxtaposition 
and you may too, because there has also been testimony | 
that he was not sartheutasy close to the family comnany -- 
if I can understate it a little bit -- not only in 
proximity working out in Detroit, but also in love and 
affection for his brother, which there might have been 
some distance between. I think you can find that. 


And as a businessman he was not in the securities business. 
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I hope you were not confused by that because ic appears 
that back inl1940 he worked a few weeks in a hank. 

Going back to Mr. Stein's arqument -- what 
I'm saying is not testimony, it's argument. What 
all the other lawyers say is all arqument. The jury, 
from the facts and the gikauncn and the testimony, has 
to make up its own mind. 

You heard about Mr. Ford in relation to Anna 
McDonnell. Mr. Ford testified that his client fad done 
this or done that in 1962. I hope you will rememb er his 
‘testimony that in the 1962 seetenc he was representing I 
don't know how many different interests. 

I think at that time various people were 
‘ peigtne on him “i his clients. One was Mrs. Anna 
McDonnell, and one was the pean MeDonnell & Company. 


He didn't tell her at that meeting, eccording to his 


purpose of that meeting and that he was representing the 
company. He never let that out. 
He also told you, I think you should remember, 


that in the 1962 era the company was not in financial 


| 

{ 

testimony, that he stopped representing her for the 
i. 


difficulty but that in 1969, January 1969, it 
definitely was, and that he didn't tell Mrs. McDonnell 


in 1969, Mrs. Anna McDonnell, anything about ther? 
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He also testified that he destroyed some 
files relating to McDonnell & Company after this case 
started. I guess you can draw whatever conclusions 
you want from that. 

There was one araqument by Mr. Stein that 
no one would say that Jim McDonnell was a pigeon. 

You can surely conclude from the evidence here that Jim 
McDonnell was not told all the things that were wrond 
with the company. He got that Exhibit J at one point 
to which a to-do was made. He never denied he got it. 
He didn't know when he got it. He was trying to be an 
honest man on the stand. He certainly didn't get 

it with the batch of material from Mr. McKay because 

it wsa not listed with his letter. 

me was not told that. There is no testimony 
from any witness, from Mr. Stein or anyone else, about 


all this information about net capital violations and 


bookkeening problems and two partners withdrawing with 


$400,000 in January, 1969, lost profits, lost profits of 
$1,100,000 before taxes in the last four months of 
1968. 

In fact, the information he got showed a 


profitable company. And this information was delivered 
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to himin April by the comapny. | 

So I would ‘not put from your minds the 
thought that Mr. James McDonnell was a pigeon in the sense | 
he was not told and his money was pulled into this one 

That Exhibit J, that little print up nae they 
oe what the company's Siinatid status was, it's 
summarized in there, it didn't say anything about the 
computer conversion that had been started back on the 
July 4 weekend -- it was promised to be in operation. 
rt had not worked. It didn't say anvthing about the ten 
days of blank records.. 

Paul McDonald Kamnteiun to that. 20 to 290 
million dollars in 1968, a contingent liability on the 
books. 

Ladies and gentlemen, I submit you can find 

a material omission. 

My. Stein also mentioned that when he went 
to law school they started off with a lecture on common 
sense. Others start off law. school, I seem to recall, 
with a lecture, opening course, on equity, fairness, 


and justice. 


This is still a case just as it was from the 


failure to disclose, that's failure to tell the truth. 


beginning to the end about failure to reculate and 
ate) 
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The arguments that the exchange requlated ° 
properly sounds as if there were people makina them who 
had been somewhere else for the past three weeks not 
listening to the testimony here. 

In my opening statement I tried to give you 
a road map of what we were going to prove and how we 
were going to try to prove it, and since then we 
have introduced evidence trying to prove the points which 
I will qo into in more detail now. 

In summation the function is to take us back 
over the territory that we traveled together and pull the 
evidence together and present it to you for the first time 
from our point of view in one place without interruption. 


The first chapter goe~ back to the first 


restrictions and it sets the stage for the later events. 


It's very important. It shows a frame of reference 
from which to measure the later actions. We start with 
the delays in receiving the 1967 audit. McDonnell & 
Company requested and received fiv e extensions. That's 
shown in Exhibits 68 and 70. 

The stock exchande then issued a ceneral 
warning on March 14, 1968, to all members of tin exchanae 
and said, in Exhibit 78, “There is a disturbine minority 


of member firms whose record keeping is so poor they 
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need extra time to complete their audits.” I'm not 
going to cite all the exhibits. I'll mention some 
from time to time. 

The exchange also warned in this exhibit that 
it would impose restrictions for delays and poor record 
keeping. 

‘enie wont to all members, not just McDonnell. 

Finally the exchange particularly warned, in 
this memo, thatit was unwise to try computer conversion 
when record keeping is in poor shape. 

wae Sas a good standard, I submit. I... 
submit you may also use that as a measure of what is 
a reasonable caacedae to the problems of M:Sonnell & 
Company had and what the exéhance did in vila to 
them. 3 

oe March 18, four days later, the exchange 
imposes that standard on McDonnell & Company and imposes 
restrictions hecause of the record keeping deficiencies. 
That's Exhibit 79. They did what they said they were 
going to do. The restrictions told McDonnell & Company, 
among other things, "Don't transfer registered representa-~ 
tives for the foreseeable future." 


It also restricted McDonnell & Company from 


making “any further commitments of any kind which would 
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tend to increase your business.” 

That's like the argument of not letting a 
guy work too many hours because it's not qood for his 
health. That's what they did hack in 1963. We call 
these, and you may consider them, the “now you see them 
and now you don‘t” restrictions because they quickly 
disappear. 

They were good restrictions, and if the 
exchange had onlystuck to its quns and done what it was 
supposed to do, we submit that the plaintiffs would not 
be here, and you can find from all the evidence that 
our clients would not have been separated from their 
money. The trouble started when the inti lifted 
the restrictions 17 days later. That's what the 
evidence shows. It was the heiqht of the paver 
crunch in early 1968. 

McDonnell & Company promptly, very promptly, 
launched a computer conversion, opened another branch 
office, and went back on the unrestrained expansion 


trail. 


Mr. Bishop's unsupported testimony that he was just 


putting those April 1968 restrictions on to shock 


| 
| 
| 
i 
| 
If any doubts were raised in your mind by | 
| 
| 


McDonne?!] & Company, think hack to Mr. Scenuette, You are 
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the judges of whether or not a man ic telling the 
“truth. You may find Mr. Schuette was more forthricht, 
open, and honest here in this courtroom. 

Mr. Schuette testified that he was the 
coordinator Accostly i. charge of McDonnell & Comnany 
from 1968 through April of 1969, which is the key 
period in question, and se igke from his review that "The 
basis of putting those restrictions on in 1968 was the 


company’s inability to handle its business, and that the 


problem was more than a customary one" -~ and that's a 


quote. from page 817 of the transcript. 


Perhaps the best summary of events during 
this period was prepared by Mr. Schuette. It's dated 
March 28, 1969, and it's Exhibit 46. It's a kind of 
checklist chronology. You may wish to review it 
during the course of your deliberations. 

McDonnell & Company first promised, as that 
exhibit shows, that they would make the totil computer 
conversion over the July ‘ 1968 holiday. Thev failed to 
do so. They failed again and aqain, and the situation 
got worse and worse. I don't think there is much 
dispute that the computer conversion and the loss of key 
personnel at McDonnell & Company in 1968 was what led to 


the operating delinquency. Tney had gotten serious 
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enough so they led, from the evidence vou can 
conclude anyhow, to the financial situation and the 


deteriorating conditions of the company in 1968. 


A lot of this case is not whether there was a 


problem but when there was a proqlem. That's what a lot 


of shooting is about. 

Mr. Schuette testified that McDonnell & 
Company went to voluntary restrictions in July of 1958, 
but hetestified that on top of voluntary restrictions 
he was recommending to his superiors late in 1968 that 
the exchange impose real restrictions,not these 
voluntary slap-on-the-wrist type things which is even 
self imposed. ‘There is no muscle in that. 

Strangely enough, after listing the April 
restrictions in 17 days, the exchange kept cnly a light 
finger on the patient's pulse and watched the condition 
deteriorate. It got the information because it 
received these SOO reports. But the exchange doesn't 
prescribe medicine. The patient qoes out. 

This is important because with all the 
information they have at their command you can raice a 
question in your mind as to what motivated the exchancae 
not to act. For example, Exhibit 82 was a report from 


the company to Mr. Bishop showing fails to deliver 
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totalling $32 million and fails to receive totalling 
$31 million. Mr. Arning sane -- that was Mr. 
Bishop's boss who testified here -- "Those numbers are 
very large anc there is no way to describe them any 
difterent.” 

You may ask yourself if those fiqures, 31 
and $32 million on-each side of the fails, were an 
improvement on guly 16, 1968. How bad were thinas 
in April? And if they were worse in April why were 
the restrictions lifted in 17 days? 


Arbitrage. This is the last time vou are 


going to have to hear about arbitrage. In Aucust of ‘68 


McDonnell & Company made its first piea for a special 
interpretation of net capital campaign. This was an 
arbitrage matter we heard testimony about and saw some 
exhibits. You can find that the arbitrage matter 
comes down eee The exchanae examiners and the 
coordinator, and I quess Mr. Waterbury, who was the 
assistant hint aubslens 48 felt that McDonnell & 
Company should not be treated any differently under 
the arbitrage than anyone else. 

McDonnell & Company by its own admission 


knew that the position it wanted was not in accordance 


with Ruie 325. That’s just another way of saying violation, 


of the rule. 


nen RN cm 
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That's just another way of saying a violation of the rule, 
and that's in Exhibit 60, 71, 72 and LLL. 

If arbitrage was a normal exception to the rule 
why had the exchange examiners never heard of it? Why 
did they keep insisting for two months the rules should be 
applied in the normal way? 

You may infer that the words "not in accordance," 
were simply a polite way of saying that they wanted special 
treatment, which they got, they finally got. 

Now, this is more important as far as arbitrage | 
4s concerned than just special treatment, because as the 
examiners recognized, when a fellow needs a special inter- 
pretation of that nature it has got to be because his capital 
4s getting pretty close to the limit. That's the problem, 


and that's exactly the question that the examiners asked, 


@on September 4th, which is really quite early, 1968, memo to 


Hank Newman: 


"Te McDonnell's activities in this area are so 


| 
| 
{ 
| 
| 
In Exhibit 96 Mr, Waterbury says -- and this is | 
| 
| 
| 


large and it is necessary to get special treatment to meet 
capital requirement, then I think they need more capital in 
Atheir business." 
That's a quote, 
You may infer that Mr. Waterbury and others were 
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correct in their analysis of the current situation and 


the about face of the higher ups, the stock exchange's higher 
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| 
| 


ups, represented one of a series of breaches of the exchange's 
regulatory duties, : 
When McDonnell & Company still had not received 
special treatment that they wanted by October, they took 
it upstairs, It was told that the SEC would have to be in- 
formed of the special treatment, and McKay, the fellow who 
was running things over at McDonnell & Company in this respect 
at that time, says -- is quoted as saying by the exchange-- 
and this is one of thetr exhibits, Exhibit 60: "He was not 
a at all happy about having the SEC know of the proposal," 
Newman writes: "Why don't they bring in more 
capital?" 
Instead they got an exception, and they got over 
that hurdle, 
Then there comes a turning point, and that's 
| November, 1068, On November 7th Mr. Bishop typed a note to 
| Schuette a that is Exhibit 35A -- and he says, "I am told 
3 that McDonnell & Company has lost several vice presidents, 
ET seven to eight of them since the death of Sean McDonnell," 
: This would belittle the rumor, but I don't hear 
: any testimony or evidence coming in that it wasn't true, 


"In addition McKay is in poor health," which also 
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: proved to be true because he later died in the summer of 19694- 
"and the man they hired to relieve him has left the firm. 
Their operations and control is therefore said to be declinin 
f rapidly." 
It's kind of hard for these things to argue that | 
they didn't know what was going on when Mr, ee en | 
‘ this kind of note, when they have complete access to all the 
# books and records; when they could go in and find out anythin 
they wanted to find es They could find out what. the profits 
: were on a daily basis if they wanted to, certainly on a 
: weekly basis, and find out about all the other problems, 
They could have found out about the time when the records 


& broke down, 


"The attached: summaries will show the progress 


@ and lack of it since April for McDonnell." 


| 

| | 

| 
Well, anyhow, Mr. Schuette writes back: 

| 


Then he says that the audit would help to find out 
what was going on, but also that the October MF6 and ciliate 
i Q@ due in a few days will further clarify the picture, But 
nothing happens, : 
There is no report that comes back to Mr. Bishop 
i saying, here's what it was like before and here is what it is 


@ilike now, 


There is no magic in the audit, There is no 
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1; I think you might find that that is not exactly a pat on 


That's not one of the rules, If it were a company could 
be in trouble all year round and wait for the annual audit, 
and spruce itself up at the last minute, 

Well, on top of that Mr. Schuette testified 
Slightly differently than Mr. Bishop, 

Mr. Bishop seemed to read that as a pat on the 
back for McDonnell & Company. . You can read it for your own 


selves and make your own determination, When he says their 
\ 
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requirement that you have an audit before you do something, 
| 
| 
| 
| 
| 


operations and control therefore seems to be declining rapidly, 
| 
| 
the back, 


But Mr. Schuette testified that the operating 
conditions at McDonnell & Company had deteriorated badly in 


late 1968, 


Now, these reports and the rules are in evidence, 


| to Rule 440, that is the official record keeping rule, and 


| it says you have got to keep your records in good shape, 


| 

| 

| 

| 

| 

and I would specifically direct your attention at this point | 
| 


The charging memorandum which the exchange finally 


| wrote was consented to, and it found that Rule 440 was one 


1of the specific rules that was violated, 


From that and the other evidence you cm readily 


infer that McDonnell & Company was already in violation of the 
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record keeping rules in 1968, and if the exchange had 

only bothered to dig a little deeper, to do its homework, 

to do what it should have done, would have acted and responde 
to the violations that were existing sooner, long before 

our people were reached out for and their capital was pulled 
in; 

What about these blank tapes? They called Paul 
McDonald who later — to save McDonnell & Company, and 
here is what he found as he went through the books of the 
company. 

He found that "In November, 1968" -- this is a 
quote -- "there had been a time span of some ten business 
days when the computer simply exlaxed blank tape; there 
was nothirg but blank tape that came out of this machine," 


How much was involved in monetary terms or bpook-~ 


keeping terms, if you will, in this November, 1968, record 


keeping snafu? 
Mr, NeDonald testified there was a contingent 
liability somewhere between 20 miliion and 200 million eu 
That is November, 1968, 

You may conclude within the confines of the securitte 
laws as his Honor charges you that that was an extremely 


important fact. 


You may also conclude within the regulatory laws 
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person who is charged with regulating the comoany is 
concerned, That is, just to keep our eye on the ma jor 


culprit here, the New York Stock Exchange, 


| 
that that is an extremely materiul fact as far a3 the | 
| 
i 


Mr. Arning admitted that every computer conversion 
at McDorinell & Company wen disastrous, 

In May -- if I can jump ahead for a minute -- | 
in 1969 when the money finally did run out, people wised up, | 
if you will; the exchange imposed restrictions on McDonnell | 
& Company. | 

Why didn't they do it earlier? Why didn't they | 
do it when the problems were still possibly solvable? | 
You could find from the evidence that the seean: | 
ore time; it bought time for itself, bought time for the 
other members of the stock exchange, bought time, and, hope- 
fully, a reduction of the claims against the special trust 
fund, and that is exactly what happened by using our client's 
money, They had to keep those conditions a secret in order 
to keep our clients unsuspecting and bring them in; and | 
the basic motivation, as in so many things in life, unfortuna lay 
was in prctecting their own pocketbook, It was money. That 
is what motivated them to act the way they did. 
Mr. Bishop admitted in his deposition and 


| finally - here on the stand that the probiem with McDonnell's 
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supervision, another rule that the exchange is required 

to enforce, started with the death of Sean McDonnell in 
July, 1968. And the charging memo specifically found that 
one of the violations was Rule 342 pertaining to the super- 
vison and control. 

Now,- we have reached the first transaction 
which 4s the debenture roll over, That is the substitution | 
of Series E debenture for the B debenture, December 31, 1968. | 

As his Honor will tell you in his charge, 4 
debenture is a security for the purpose of the antifraud 
M statutes under the federal securities laws. 

Te debenture, Exhibit 19A, you may find that it | 
was due and payable by McDonnell & Company to a trust pabciatind | 
under the will of the senior Mr, McDonnell, and the evidence | 
shows that it was in the amount of $318,622.97. 

The evidence Alwe shows that it wasn't paid on 


that date. 


# called a Series E debenture which was not payable until 1978, 


| 
| 
| 
) 
\ 
Tastead they substituted a new piece of paper | 
i] 


f and you can find from all the evidence that that plece of 
‘4 paper is worthless, 

Two trustees were required to approve this kind 
fof trust transaction, but only one of the trustees did. 
Exhibit 19C dvesn't even contain a line for 2 
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second signature, It doesn't even pretend to be signed 


by the correct number of authorized trustees, 


of interest, His signature should not have counted for 


One trustee, Murray McDonnell, had a clear conflic 
anything, 


Speaking of conflicts of interest, we are reminded 
that Mr. Ford testified also concerning his representing 
differen’: people at different times, 


| 
Murray McDonnell at that time was heading the | 
company, McDonnell & Company, and the exchange knew that it | 
| 


had a lot of problems, - 


No one, it appears, did what a reasonable, aeiiceilie 

{ 

person might do at that point, look at the trust instrument | 
and see if the procedures, or just a bare minimum of the 


procedures were carried out, 


So you may find that the roll over of the 


{ debenture in that manner was an act, practice or course of 


3 


It is undisputed that the exchange obtained and 


i checked trust instruments, but not in this case, 


The exchange appears to argue that they could 


| 
} business which operated as a fraud on the trust, 


rely on Lybrand, these outside auditors, to check the roll 


, over and check the underlying instruments to see that fraud 


was not committed, and, obviousiy, Lybrand didn't do it, 


slh9 


If the exchange misplaced its reliance on Lybrand, 
that's between the two of them, 

The exchange can't shirk 1 responsibility to 
investors by trying to blame someone else, You see quite 
a lot of that in this case, 

The exchange has what is called primary 
responsibility for its acts, 

In layman's terms, as Harry Truman said -- and 
I am quoting him again -- the buck stops here, In this case 
4t stops at the New York Stock Exchange, 

The exchange's argument that it somehow is not 


responsible for ‘the roll over transaction shows how differentl 


You recall from the testimony of Mr. Bishop and 


| 
| the exchange acts depending on who is involved, 


the exhibits in 1969, three months later when the Pama er 
Hanover Trust Company was the trustee, the exchange protected 
them thoroughly, They reviewed the trust documents, Where 
is:.the consistency? Where is he even-handed treatment? 

Ask yourselves that question and you may find that 
wasn't here where our clients were involved. 

How can the exchange close its eyes to an unauthorize 
transaction substituting a worthless piece of paper for a 
$318,000 debenture? How can it do that and claim that it has 


adequately fulfilled its statutory duties as a regulator? 
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The answer you may find is that the exchange 


simply can't make those claims, 


Now I think, your Honor-- 

THE COURT: Are you finished with that sub ject? 

MR, ' BEEBE: I have reached an appropriate moment, 

THE COURT: Have you finished with the subject 
of the debenture? 

MR,’ BEEBE: Yes, 

THE COURT: You are going on to something else? 

MR.’ BEEBE: Yes, 

THE COURT: Ladies and gentlemen, we will stand 


in. recess until 10 o'clock tomorrow morning, 


(Adjourned to May 21, 1975, at 10 A.M.) 
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the robing room.) 


BROOKS: Here are some more requests to 


BEEBE: I haven't got copies. 
COURT: You haven't? 


BROOKS: Wa haven't exchanged requests to 


BEEBE: I am willing to exchange anything. 


cconT: I think you should. 


hava net dene it? 


PEEBE: I have been willing to. 

CCuRT: I think you should. I think you 
should on the charges. Can the other hand, if you haven't 
dene it --~ 

MR. BEEBE: I have been willing to. 

MR. BRCOFS: My point in mesting, your Honor, 
was to pretest some of the points Mr. Baebe argued to the 
jury yesterday as not being supported by the evidence and 


as being contradicted by the evidence, and these were 
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important enough for me to ask for a meeting. 

I didn’t object at the time because to make the 
point would have required me to stuttle cround in sone 
other transcripts and would have interrupted counsel's 
argument. 

I am aware that counsel have great leeway in 
making a summation and to ask the jury to make any inference 
that is possible to be drawn from the evidence. 

MR. BEEBE: I stand ready to back up with 


citations everything, and it had better bs good, because 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


I want to get back to it. 


THE COURT: All right, Mr. Beebe, let's not defend 


before you know what it is. 
MR. BRCOKS: The biggest problem I had was Mr. - 
Beebe's argument that PauliMcDonald testifiod that the 
cnmpeter elaxed ten days’ worth of blank in November, 
and that there was therefore a contingent liability of 
. i $20,000,000 that was generated in November. 
| | THE COURT: Yes, I noticed that myself. 
MR. BROOKS: That, I suggest, is contrary to 
the evidence. : 
MR. McDonald did testify eum a blank of ten 
days in November on the New York computer system. On his 


redirect he said yes, they were running a parallel system. 
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Mr. Bishop testified that the firm had always 
been running a parallel system, and that their official 
records were on the NCR system, and the firm's January 28th 
letter to the exchange, which was Exhibit B-1, Says that 
we are running parallel tests cn the old system and the 
TBM 359, but we hava never hed put any live output on the 
IBM 360, 

THE COURT: I remember at the time, Mr. Beebe, 
the argument as it struck me going to the jury was that 
the ten-day blank was scmet w that the stock exchange 
should have known about in January of 1969 when, in fact, 
McDonald didn't go with the company until the summer and 
didn't make a determination of this contingent liability 
until some time, obviously, after he was engaged. 

MR. BEEBE: Maybe I answer that from the promised 
citation? 

THE COURT: cols 

MR. BEEBE: As Mr. McDonald testified at page 
1806, there was a ten-day blank which we all remember. 


I think I said “exlaxed," and he said "elaxed." 


THE COURT: Yas. You were more grabhic than: he. 


MR, BEEBE: I was wrong. He was right. He 


had a bstter word. 


THE COURT: That's his’ word. 
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MR. BEDBE: Apparently there is such a word 
in computer jargon, and = guess we have got » big computer 
trial going on Gom on the first floor, and maybe I 
should go down and talk to Ray Carlson or ‘urn Barr to Sind 
out what the correct word is, 

In any case, hs said: “There was nothing but 
blank tape that came sei of this machine.“ 

And then he testified -- and this is not included 
in the iittle summary we heard this morning -- that this 


created a contingent liability of somewhere between 


twenty million and twe hundred million. 


Now, as I heard what he said -- 

MR. BROOKS : I have the record here. Would you 
like to look at it? 

MR. BEEBE: *” -* I heard what he was saying, he’ 
discovered this the ne. sumusr when he came on board 
and looked throuch the records and said, “What is the 
situation?" And looked at the Black Friday plans, and 
this was ove of the situations they were faced with and 
never solved it. 

Now, your point, ysur Honor, is, if I said that 
this information was transmitted from McDonnell to the . 
exchange prior to January? I didn't gay that. 


THE COURT: No, I know, but as I remember tho 
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argument, from the flow of the argument the jury could 


well have cenclxudsd that this. was something the exchange . 


should have known about in January, 1969. 


MR. BEEBE: well, I submit on that score, your 
Honor, that is a fair thing to argue for this reason. 

As Mr. pishop himself testified, and as is well 
known, the exchange could go in and do as close scrutiny 
as it wanted to do, and on something as important and 
material as that surely Mr. Carley and the other fellcws 
on the scene should have discovered this. They should. _ 
have discovered this. But I didn't say and I am not arguing 
that they did discover 2%. 

Me. BROOKS: Your Honor, there is nething to 
connect up a $20,000,000 contingent liability with November 
at all, not Paul McDonald's testimeny or anycne else. 

How can anyone suggest that when the auditors 
were in the middle of the audit that a $20,000,000 con- 
tingent liability has arisen in an-audit which gives rise 
to a $16,000,000 net worth? That is a material fact. 

THE COURT: Well, let's see what the catalog . 
of problems here is, becaus® we may have to grapple with 
this in some fashion, I don't know. I may have to give 
Mr. Brooks a chancs to respond. You know, we are doing 
that now starting this month in criminal cases, and as a 
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criminal defense lawyer for many, many years, it was 
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dreadful that the prosecution had the last go round without | 
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an answer. Now we are at last: recognizing that that is-.: 

no longer to be. In otver words, we don't have a situation 
of an ered argument. We may have to grapple wits that 
depending on some of this. 

Mr. Beebe, you have a style that is a very florid 
style in eiieasitilic iad sometimes soms of this can pop out 

in that fashion. I remember hearing this. 

There was also one statement that was made about 

. how the stock excnange should have known something, and 

then reference eae made to the October, 1968, audit, leaving, 


it as if they should have known in October of 1968, and 


these are matters of argument. But it is, as I say, a 


argument, particularly with three weeks of testimony, that | 


| 
| 

matter of concern that in the enthusiasm of a closing | _ 
| 


we don't leave tha jury from time to tima with some inference ..| 
that - not genuinely warranted. 

| I don't say this is done as a deliberate matter; 
this is just a matter of an advocate's rush forward with 

the facts. 

MR. BEEEE: May Imy, your Ronor, that I have pre- 


pared the argument, but yesterday and today, very, very 


carefully -- 


| 
| 

a 
| 
| 
I 
| 
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THE COURT: I am sure you have. 
MR. BEEBE: -- and I have gotten for my om 
benefit citations for every major point I am making and 


every fact that I am arqning. 


I would say that if wreng inferences were draw 


or argued, they came yesterday at two points in Mere 
Brooxs' summation. 


The first point was when he read that list of: 


THE COURT: But you can answer that. That's the. 
You can answer that, and you did come in with an 
to that. 

MR, BEEBZ: And the second one was when he: seemed 
to say - and I am not sure what he wanted the jury to 
believe - but I know what I read out of it was that the 
source of this lawsuit was somehcw Murray 's letter, or 
incorporating lanauage from the Haack memo. 

I never saw that Haack memo, and no cne in this 
office saw the Haack memo until about a month ago when I 
fourd it -- 

THE COURT: No, Mr. Beebe, all I am saying is 
that advecates make arguments, and scmetimes the arguments 
go beyond what the record strictly will support. 

You have had a chanca to answer your two brothers, 
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have a chance to answer things that he feels are unsupporte 

MR. BEEBE: My answer to that is two important 
perma ine, tenance ef the way this case was argued and 
eas to be apperently presented, I presented most of my . 
arguments at the time of the motion to dismiss. 

And also I was put in a position of having to 
read that Murray McDonnell letter in my summation. Mr.- 
Brooks took all of that preparation that I had spread out 


and laid on my sleeve and used it to answer ahead of time 
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and Mr. Brooks is in a position of concern that he doesn't | — 
| 
| 
| 


and steal all my thunder -~ 
THE CCORT: Oh, come on, you have the last answer. 
You have asked me for three hours to answer two hours of 


argumsnt against you or two hours and a'half against you. 
¢ 


any prejudice to-you on that score. 


' 


| 
I am sure that you can take cere of yourself. I don't see | 
| 
| 
MR. BESS: All right, if I go overboard at any. r 
point -- I don't <hink I am going to -- I wish at that ‘ead 
1£ there is some correcting to be done, it be done, but 
not in some surrebuttal type of argument. I would find that 
as abnormal as I find the New York Stock ExcKhange enforcemen 
of its rules. 
THE COURT: I think in the middle of summations 


when opposing counsel jumps up and we have a wrangle of 
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what the record is, that takes ten minutes tco, and £ 
am not sure which is preferable. 
MR. BROOKS: yeur donor, I have two more points. 
MR. BEDBE: If they are specific points maybe 
I can address myself to them at that point. But up to now 


X don’t think Z have done anything -- 


| 
THE COURT: I am not saying you have, and I don't | 


want anything to be construed that way. Far from it. 

All right, can we get the jury in? 

BROOKS: I have two more points. 

THE COURT: All xight, get the jury in anyway. 

MR. STEIN: Let m just put one statemsnt on 
the record. | 

{I want the record to clearly reflect that the 
receiver joins in the requests for instructicn that Mr. . 
Brooks handed up this morning, that is request 35A, by - 
the New York Stock Exchange. 

In addition the receiver joins in requosts 1, 
Ay By Syete Be Se BAe 2p. Way 232 24601250 Be 39, 40, 42, 
43, 44, 45, 46 and 4A of the requests that have been - 
previously marked. 

MR. BEEBE: And while we are putting thinces on. 
the record on charges, we have made a request that a 
charge be issued concerning the fact that no inference can 
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drawn from the fact that a party or a person or a 
witness was not called---.- 


THE COURT: Yes, I am going to give that in my 


charge. 


-~ was equally available to both 


MR. BROOKS: My second point, your Honor, is 
that Mr. Beebe estimates that the jury could conclude that 


Mrs. Murphy executed or subordinated her account in 


. January of 1969. 


I suggest there is no evidence to support that. 


‘All of the agreements are dated February 4th. The telephone 


call -- 

MR. BEEBE: No, I don't think -- 

MR. BROOMS: Let mo finish. 

And Mr. Beebe's pleading in the amended complaint 
which was drafted a few months before this trial started, 
not four years ago, a few months before the trial started, 
says that plaintiff in February of 1969 entered into a 


subordination agreement with McDonnell & Company. 


I say on the basis of the evidence and tie pleading 


Mr. Beebe is precluded from arcuing anything in January 


as to Mrs, Murphy. 


MR. BEEBE: It is an as of date. 
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like to amend tho pleading to conform with the proof. 


MR. BROOKS: The proof does not support anything 


If there is that problem, ycur Henor, I would : 


other than February. 

MR. BEEBE: I think your Honor might find 
differently. Sha got the call the next morning and signed 
up the cnnsien om woo 

THE COURT: Well, that would be dealing with 
Mrs. Murphy's testimony in detail. I would not be prepared 
to say that this is not a fair argument based on the 
documents and the testimony. 

MR. BRCOXS: The other thought is Mr. Beebe's 
remark that the exchanges reviewed the roll over documents 
Signed cnly by Murray McDonnell, looked at it, saw that 
it was enly Murrey McDonnell, and didn't treat this trust 
the same way it treated Manufacturers Hanover Trust. 

MR. BEEBE: If I aaid that I went too far. 

Could I have the citation where I said that? 

MR. BROOKS: The transcript is not printed yet. ~ 
I went uv to get it. 

There is no evidence the exchange Saw any of these 
documents. Mr. McElroy testified that they would realy on 
the Lybrand audit report. 

Tha review of the Manufacturers Hanover Trust unde 
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the exchange's practice was just to see if the trust instru- 
gent authorized the investment, and there is no question 
in this case that the will of James F. McDonnell, Sr. 


authorized this Gebenture to be in McDonnell & Co. 


| 


MR. BEEBE: I am going to start, yor Honor, 
to talk about the debenture. I don't think I said that 


because it has never been my point. 


THE COORT: Well, let's see what the transcript 


All right? 
MR. BEESE: Oh, S90A. I am going to just get that | 


out of the way ene we get outside in the courtroom. 


THE COURT: All right. 


(End of robing room discussion.) 
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(In open court; jury present) 

MR. BEEBE: Your Honor, first the minor 
matter of getting 96A, the retyped version, in evidence. 

MR. BROOKS: No objection. 

(Plaintiffs' Exhibit 96A was received in 

evidence) 

MR. BEEBE: Ladies and gentlemen, where 
we left off last night was with the debenture substitu- 
tion; and I do have a few more words about that; and it's 
most convenient to talk about it right away. 

There was, by the time the debenture 
substitution took place in December 1968, a good many 
red flags waving in the air as to what the situation was at 
McDonnell & Company. 

First, there was the request for a special 
arbitrate agreement which showed that the operations 
problems were leading to capital problems. This was 
done in September 1968. The warnings by the exchange 
personnel that capital was needed at the company beqcan 
in September 1968 and continued in the fall. 

Coordinator Schuette urged that new restric- 
tions »e imposed. These warnings reached Mr. Bishop. 
Mr. Arning knew that McDonnell had problems because he 


gave them the special arbitrage treatment that they 
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wanted. 

The continuing failure since July to convert 
the computer was having direct and serious impact on 
the operations, and this was visible to the exchange in 
the reports received from McDonnell & Company. For 
instance, they were summarized in the attachment to Mr. 
Schuette's memorandum which is Exhibit 35A. The exchange 
knew of Sean MeDonnell's death and was warned that seven 
or eight vice presidents had left. 

By Mr. Bishop's own memo the exchange had 


heard that operations and control were "declining 


rapidly.” That's November 1968. How much more notice 


do you need? 

On December 23 Lybrand writes a letter, and 
that letter is not, you may find, at all helpful to their 
position that it assured them that things were in good 
_ shape. In fact, just the opposite of what Mr. Bishop 
would have you believe about that letter. After some 
self-serving language — Lybrand letter about 
having no reason to doubt that McDonnell would meet the 
capital requirements if everything could be counted, 
Lybrand then warned, and I am quoting -- this is 
December 23, 1968 -- “If the exchange in conformity 


with our understanding of its practice" -- that's the 
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usual rules -- "required full provision for the 
values of such securities" -- that is if missing 
securities -- "McDonnell would not have met the exchange’s 
capital requirement as of October 31, 1968.” There it is 
in writing. 

This wasn't a rollover as it's been called 
so often in December 31. This was a new issue. The 
series E debenture was substantially different, you may 
find by examining and comparing the two of them, from 
series B. 


Now, when you have a new IOW, if you want 


to call a debenture that, with different terms, doesn't 


it make sense to review it from a legal’ point of 

view, and decide whetherthe law has changed, whether 

new statutes have some into being, new legal authorities 
over the ten years since the first one came in, the 
series B debenture. To find out whether the new series 
‘Bg debenture was authorized under thertrust, substantively 
authorized under the provisions of the trust agreement. 
There is no excuse for failing to review, and certainly 
no excuse for failing to review the procedural due 
processes to find out whether, whatever the trust 
instrument said was the required number of trustees, 


actually authorized it. That certainly should have heen 
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There were only nine debentures due on 
December 31, 1968. Contrast that wit McDonnell's 
situation at that time. They had what, 350,000 customer 
we have heard them. 

Once every ten years? Is this an mormous 
burden on the exchange to review a trust instrument which 
was in their files? All they have to do is look atit. 
All they have to do js find out whether the authorization 
took place. 

Is verification too great a burden when it 
would cost 20 cents for two phone calls to find out 
whether the other trustees signed up and authorized 
before accepting an E debenture of this troubled company, 
a major capital investment at this point of $318,009. 

No checking, no checking. All the red flags were up. 
No cheets were made. 


Under the law, as his Honor will charge you, 


to satisfy the requirement of good faith, it is 


necessary for the exchange to show that it took precaution- 
ary measures to prevent fraud. The trust instrument 
was in their possession. 

Another comparison you can make, in addition 


to the Manufacturers Hanover, was thet the exchange 
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subjected Jim and Marjorie to searching inquiries about 
their financial background. Even the most cursory 
examination woulg have shown in the degenture exchange 
situation that there was no authority for the act that 
took place. 

A’normal review would have examined both 
substantive and procedural steps as a very minimum to 


find out if the trust was authorized to make the invest- 


ment in the 

If the exchange had taken 3}. st those minimum 
steps, they would have stopped this fraud in its tracks. 

They say they relied on Lybrand. Well, then 
Lybrand was its agent, the agent of the New York Stock 
Exchange and if the agent failed the exchange is still 
responsible. That's where the buck stops. 

Now, we come to January 1969 with all the 
information we talked about yesterday, all the exhibits, 
ail the testimony. And what happens? On January 9th 


Mr. Schuette, the coordinator in charge, writes a memo 


that says eres has a violation. McKay has 


called him, it's going to be a violation shown in the 
audit report. That's the situation, and the company is 
filing some documents for an additional $1 million in 


capital, and negotiating with an institution for further 
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subordinated funds. 

On the 13th McKay and Schuette talkec on the 
phone again, and McKay says the firm needs 1.7 million -- 
the dollars have gone up -- to being its ratio up to 
2000 per cent, and 2.3 million to bring it down to what 
has been called throughout this trial the early warning 
level of 1500 per cent. 

That wasn't the first time that the exchange 
had heard about this problem, if you will, this net 
capital violation. Mr. Schuette testified that some time 
before January 13 he learned from Mr. Carley, the 
examiner who was on the scene, that McDonnell & Company 
was in violation as of October 1968. That was at 
transcript page 856 in this trial. 

Mr. Bishop had a different version. He 
testified that Mr. Schuette was wrong, that Mr. Carley 


never told Mr. Schuette what Mr. Schuette had testified. 


How did Mr. Bishop know? He just knew. Was there a 


memo that said pemeehing 12ke that? No. If it wasn't 
in a memo,it just didn't happen. That seems to be the 
version that you can find the New York Stock Exchange 
would have you believe. 

In Mr. Bishop's special world of public 


relations, things never happen if you don't want to 
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remember them. They asked Mr. Bishop if the exchange 

had done the right thing at a certain point. Of 

course, Mr. Bishop said. "We were perfect. Did everything 
just right.". That's Mr. Bishop's point of view. 

But no,.they didn't ask Mr. Bishop's boss. 
That question wasn't asked of Mr. ARning. Mr. Arning 
was the man who testified that all computer conversions 
at McDonnell & Convey were disastrous. They didn't ask 
the chee ainasen: in charge, Mr. Schuette. 

He recomended reimposing restrictions back 
in late 1968. Didn't ask him whether things were 
done perfectly. 

MR. BROOKS: I am going to object to these 
questions that were not asked on the ground that Mr. 
Beebe objected to the same line yesterday in my argument. 
He was free to ask these questions if he wanted them 
asked. 


MR. BEEBE: These questions were not objected 


to and I think it's a perfectly legitimate line of 


argument. 

THE COURT: Ladies and gentlemen, I should 
instruct you you may draw such inferences from the 
testimony or lack of it as the case may be in this case. 


Go ahead. 
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MR. BEEBE: I would ask you then on the 
same line, whether the lack of testimony by Mr. McElroy, 
Mr. Newman, Mr. Spies, and Mr. Greves, along those lines, 
leads you to any inference about what did and didn't 
happen. 

McDonnell &' Company, as you heard from the 
summation yesterday, was one of the 6 per cent, you may 
find this also from the Exhibit 86, one of the 6 per 
cent of the companies where the New York Stock Exchange 
failed to do its job. 

Now, you have here in January 1969 a 1st .of 
problems that were done to the exchange at a time when 
the question is, ea was their response. Even more 
pointedly than what was their response earlier. Net 
capital violation. 3992 per cent. Remember what 
Congress mandated? 2000 per cent; absolute limit. 

Serious record keeping deficiencies, violations 
of Rule 440. They later found out the charging memo 
but it was in existence ta late 1969 and early 1969, in 
‘January. 

Failure to supervise and control the company, 
violation of Rule 342. Delays in filing the audits, 


1967 and ‘68. Violation of Rule 417. Loss of the 


key executives plus the man who was going to replace 
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Sean McDonnell. 

Withdrawal of two partners taking with them 
$400,000 of the firm's capital. That was Mr. Schuette's 
memo. January. 13,. Exhibit. 37. 

Now, the fact that the company was operating on 
voluntary restrictions also, of course, was 'nown to the 
exchange later in January. You can find from the 
testimony, I submit, that that was never communicated 
to our clients, and the losses that the company apparently 
suffered in the fourth quarter, what did the exchance -- 
did the exchange learn aboutthem? Did the exchange have 
men on the scene to find those things out? According to 
the exhibits, 16ad 98, the loss before taxes was over 
$1,100,000 in the fourth quarter of 1968 and that is 
contrasted to a profit in the first eight months of 
$1,595,000. Quite a turnaround. 

You may find under the law also that the 


exchange had full knowledge of the unclean opinion 


lettex issued by Lybrand on January 15. 


You can find, as his Honor will explain to you 
under the law that each of these facts constituted 
facts that required some response. We will get, as you 
Know already a lot of what the response was and we'll 


go into a little more later. You may ask yourselves, 
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was the response measured, adequate, proper? 

Much has been made about the family connection, 
and the supposed importance of the family relationships 
here. You ask yourselves, the unfortunate questions, 
can a son defraud a mother? Can a brother fool a sister? 
Can one brother wrong another brother? There are many 


different kinds of families just as there are many 


aifferent kinds of people. Most people are 


honest, one hopes. Not all. 

Most grown men would protect their mothers, 
not pir. Some families are close, some divided,and 
‘this one the McDonnells was very large, as you can see 
from the evidence, very spread out. More than twice as 
big as this jury. 

Murray was years older than Marjorie. 

You heard testimony that they grew up on different 
floors. The only evidence brought out before this 
jury that Murray McDonnell dian't tell his mother the 
true facts, that he and his underling Olney withheld 
the matreially adverse information from his sister, 
and that Jim McDonnell was denied the current bad news 
about the company. 

There is no blood exception, no special rule 


that says families are entitled to less protection. A 
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sister is not os insider. A mother is not a partner. 

No inference can be drawn from common sense that one 
brother will tell another brother the truth. Knowledge 
must be proved from the facts. The family relationship 
is not a defense. 


You may consider not only the evidence but 


your own common sense, and your day to day experiences. 


Do family members know each other's business? You recall 


that in cross-examining Mr. Olney, there was a long list 
of sons and daughters of Anna McDonnell and Mr. Olney 
admitted that he hadn't contacted all of the ones who 
seemed to have some business savvy or who didn’t have 
any money, or whose husbands were knowlegeable in high 
finance. 

Surprisingly, Mr. Olney was not instructed to 
call those people. Is this a family firm, where the 
family gets together and everybody bails this company 
out no matter how bad things are? Where is the close- 
knit group, ail supporting this business that you 
have heard argued? 

There was laughter in the courtroom when 
these questions were asked because it hecame obvious 
that it’s not a family firm. It's a firm, you can 


find from the evidence, of Murray, perhaps Morgan, 
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‘Sean when he was alive, not our clients. They weren't 
insiders. They weren't officers. They weren't directors. 
At the time they were asked to come in they weren't 
shareholders. 

The argument cannot and should not be made 
that the plaintiffs — are entitled to any different 
protection under the securities laws than anyone else. 

Now, what were these people told when they 


made their investments? - What were the facts that were 
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communicated from one place to another place? Mrs. 


i 
| 
i 


| McDonnell's testimony wes alluded to in the summation and 
you heard it reac here, and it's undisputed. It was that 
Murray sR ieeuah her and asked for all her stocks which 
were lying in her safe deposit box where they were 
safe. 
Here is what she testified, just as you 
“heard it read earlier, starting at se well, it's in. the 
tra;seript, and t am sure you remember what was said: 
"9 Did you ask sn questions ahout why your 
money was needed now for the firm? 
eA Actually, no. 
"9 Do you recall any explanation bein; given hy 
Murray or anyone else as to why your money was being 
requested? : 
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I think I mentioned it earlier, expansion. 

Anything else? 

No." 

That's the end of that quotation. And then 
t asked to have her testimony read as to what she 
meant by risks, the risk she was entering into, and 
here's what she said, because she was asked by Mr. Brooks 
when he examined her up in her apartment at this 
deposition 4 few yearsago these questions and here are 
the answers: 

"9 Was it a meeting between you two? 

“A No, a telepnpone conversation. 

a0 Do you acne whether he told you that 
McDonnell had any problems at that time? 

"A I don't really recall. 

"© Do you recall whether he told you that 
McDonnell was in violation of the New York Stock 
Exchange capital rule at that time? 

"A No. 

"0 He did not tell you that? 


"BR (Shaking her head no.) 


*“ Did he tell you that the firm had record 


keeping problems? 


"k Not at that time. 
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"Q Did he tell you anything about the condition 
of McDonnell? 

“A Not that I: recal?." 

Referring to Jim's letter when she was 
interrogated, and that was the letter where he advised 
against this kind of investment in general, she said, 
and the question was: 

"9 . The third paragraph of the letter says in 
part ‘Subordinating your account subjects you to these 
risks.’ 

“The question is, were you aware of any 
unnecessary risks in subordinating your account at this 
time? 

"A I wouldn't use the word unnecessary. There 
were risks. 

"Q Will you tell me what they were? 

"A The risk I might lose all my money. 

"Q Were they explained to you by anyone? 

"A I knew snow 

"Q Were there any more risks in 1969 than there 
were in 1962 - 1965? 

"A Wouldn't you know that for yourself? 

*Q | The answer is yes? 

“A Sure there were more risks. 
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"9 Can you tell me why the risk was greater 
at this time? 
"i No, the risk was greater because I was 
civing everything I had. 
"9 Were you aware of whether an investment 
in McDonnell in January of 1969 was any riskier than 
it was in 1962 or 1965? 
"A Yes. 
"© Was it more risky in 1969? 
"A Yes." 
Then the next question: "Do you know why 
that was so? 
"HK Because it took everything I had." 
What did on McDonnell know in January 1969? 
She testified that she knew things were worse than in 
1962. | 
“rt submit to you, ladies and gentlemen of the 


~ 


jury, it's a far cry between knowing things are worse 


than being followed precisely what was wrong, how bad 


things were. All these facts that were known, including 
the losses, in 1969, January 1969. You can readily 
conclude she wasn't told any of that. 

Under the federal securities law, as his 


Honor will charge you, it's materially adverse facts 
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that matter. That's what wasn't told to her. 

Mrs. McDonne. 1 knew there was a great risk 
involved in subordination. I submit to you, ladies 
and gentlemen of the jury, that as you recall from 

Mrs. McDonnell's testimony, the risks she referred to 

on interrogation by Mr. Brooks were the risks from 
subordinating all of her securities rather than the 

sour securities co she had subordinated in 1962. 

They were in no way related to the severe record keeping 
and capital violation problems and self impcsed 
restrictions and 2ll the other things that were Listed 
above that were true in 1969 in January, because she \z3 
not told. 

You will notice that there is nothing in the 
record to refute her testimony. How much did she put in? 
Exhibit 10 provides the answer; $1,136,425 worth of 
securities on January 31 -- January 30, 1963. 

You may also find from the evidence 
case that the value of her subordinated account 
October 31, 1968, and this is contained in that 
Exhibit Z, which is the audi‘ was $555,546; so 
in her account, if you add those two from different 
dates ~ am going to talk about that in a minute 


is $1,691,971. 
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There is other information in the record here 


worth total on January 30, 


about how much her account was 


1969. It's almost jdentical but it's a 1.ttle smaller 


the number I just -slightly more favorable 


than gave your 


to the defendants if you will. 


hat is Exhibit 434, which was McDonnell 


& Company 'S computation of the value of her account 
which was sent over to the exchange ana stamped 
“Received” bY them. It shows that her account was 


worth $1,645,961. 
jaence that is 


I should point out that this ev 


now in the case is more complete than the chart that we 


and it’s the evidence that we are 


had at the peginnins, 


relying on. Those funds weren't for expansion. The 
They were desperately needed 


evidence tells you that. 


to save McDonnell & Company ana protect the special trust 


fund of the New york Stock Exchangé- 


Mrs. Murphy, the other plaintiff, who you 


also received two phone calls 


heard a lot about here, 


~ SUSt - Litcle 


= yittle less 


at that time, and she was 


less naive than her mother according to the testimony, 


but unfortunately not much less- 


called her under Murray 


when Richard Olney 


Meponnell's ora@ers she asked Olnet’r “pick, is there any 
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And you recall both at the beqinning and at the 
end of this trial she reaffirmed that Olney told her that 
they needed to borrow her account, and now I am quoting 
from her testimony way back in the beginning, "for a 
very sheet period of time for an underwriting." 

And then, and I am still quoting, "I asked 
Rick wnether there were any risks that I was taking 
and he guaranteed that there were no risks, that oe 
owned two seats on the floor of the New York Stock 
Exchange, that they had a very valuable collection of 
paintings, turnittre, and all of this would be sold 
to pay me back. 

“and I said, ‘Rick, you promise me there 
are no risks?' and he said ‘I promise you there is no way 
you can lose your money.‘'” 

Mr. Olney had other versions of that 
conversation. You have watched the witnesses and as in 
all cases it's up to you, the jury, to determine wher e 
the truth lies. Consider what Mr. Olney didnt 
say. Even his own version of the facts. He 
never told her about the net capital violation. Neither 
he nor anyone els2, according to this record, bothered 


to let her know that the company had received the unclean 
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statement from Lybrand. 

No one told him that the company was losing 
money in the last four months of 1968, was up to its 
ears in horrendous paperwork problems caused by the 
failure of the computer conversion or any of the other 


terrible problems befoer she was asked to put her stock 


Both of these women had been lulled into a 
sense of security. They had loaned securi 
stocks, to McDonnell befoer in the past on a temporary 
basis and each of them had received small interest 
payments md they had gotten their securities back. 

Thus he had no reason to suspect at that point that 
everything was very different or very wrong this time 
around. 

Each of them received a little advice from a 
man, it happens, in Mrs. McDonnell's case her son James 
told her she shouldn't nace subordinated loans but James 
didnit know, at least according to the evidence here, 
that any particular trouble existed in McDonnell at that 
time. In fact, he later put some money in himself. 

As he testified, he was against subordination 
in general because, as he put it, it was a no-no. 


He just disapproved of the idea of subordinatiors. 
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He had no reason to suspect that the New 
York Stock Exchange and McDonnell were concealing and 
holding back a long list of terrible developments in the 
company. 

you were also asked to consider whether 
Mr. Olney had a bias, or whether he was just testifying 
here out of the coodness of his heart and would be as 
likely to be honest as a completely innocent bystander. 
Well,.he is an investment adviser, he testified on the 


stand. 


I just ask you, could he confess that he had 
Just 


- defrauded a customer sitting here under oath? Wouldn't 


that be the end of his career? He had the stronvest 
reasons possible, as he sat up here, «o continue the 
coverup. 

Phere has’ also been some talk about Marjorie 
having filled in some handwriting, giving some personal 
background, and I guess the argument is that if she 
filled that in at 6:30 e the morning she must have 
looked at the documents; but the testimony that Marjorie 
gave was that she didn't remember when she received 
that, and that she ha. to have talked to her 
husband before filling in one particular item having to 


do wit a bank loan. 
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So, from her own testimeny I think you can 
fairly conclude that she signed at 6:30 what was put in 


front of her to sign, and later on filled in this personal 


data and mailed it in, somehow got it back to the company, 


just as she said. No great mystery to that. 

You might also consider Jim's conduct in terms 
of his veracity. As soon as he learned what the problems 
were, he took immediate and decisive steps to try and ical 
the damage and he is still here today trying to do it. 

Paul McDonald vouched for him. 

How much did Mrs. Murphy lose? Well, ‘cher 
may have been some confusion, but that's been put to res. 
Exhibit 99, which was introduced through Mr. Rishon, 
was a letter to Mr. Bishop dated February 1, L962, 
shows the value of her securities to be at that time, end 
of January, $342,000, and it deducts the debit balance 
that is on the books against her account, roughly 
$59,000, so that the net loss to Mrs. Murphy 
was $282,623. That's in Exhibit 99. | 

Just to round out this area, let's talk about 
Jim's investment. The only difference between what 
he knew and what Mrs. McDonnell knew and what Mrs. 

Murphy knew at the end of January was that more time 


passed. He came in April or May. 
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exhibits that the problems had worsened, the exchange was 
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still not putting on restrictions. He received some 
information about a letter from McKay, and he also received 
at one point that little statement, I think it's 


Exhibit J, which was a summary of what Lybrand, a revised 
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There was some big to-do about when he had 


received it. He never denied he received it at some 
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Now, Exhibit 16, which was some of the 


Leninaniond 


materials he received from McKay, contained what's 
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called in Exhibit C, which is a profit and loss 


statement of McDonnell & Company -- this is what 


McKay w..s sending over in April. 
This only goes through August 30 and it 


shows these terrific profits, $1,595,900 before taxes 


ee 


for the first eight months. McDonnell knew a lot 


more at that point about what their situation was, that 


de, & aes os 
: CR eg ee ace enon mens mtn oS 


sure wasn't the latest information. 


Fven that little Exhibit J was only up to 


fb atin atten eo aie 
SS ee 
ee = a 


—— 
povcrtoencnrlaom 


gee ee ae ee er ke 
a ages 
es 
' 


October 31, and you may fairly conclude that McDonnell 


knew a lot more about what their losses were at the end 
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of the year by then, and didn't bring that to James' 
attention. 

I need hardly say that the other information 


about the violations, about the fact they were on 


voluntary restrictions even at the end of January, whatever 


those slaps on the wrist were worth. 

The record keeping, the withdrawal of the 
partners with $400,000, all the matters we have gone 
over so many times and were so painful to the company, 
there is no evidence that that was communicated to him 
and he denies it. 

As far as Jim knew the company was making 
$1,500,000 before taxes or at that rate, as in the last 


eight months -- first eight months of 1968. 
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Let's just focus for a minute on Exhibit J. 


yt was the one that was passed out to the jury, that Little 


Pn catalan eens aancmeitivenstliciattnaien stm ite mn wollte Ae 
i 


piece of paper. Compare that with Exhibit Z. Exhibit 2 
is the big audit. Exhibit Z had the unclean Lybrand letter- 
head, Exhibit 89, 


Exhibit J, unless you reach some other determina- 


abetted etme tn rein: tne ttt an ri ao 


MR. BROOKS: Your Honor, I am going to object. 


t don't think the opinion in Exhibit J is any different 


than the opinion en Exhibit J is any different than the 


opinion on Exhibit Z. Counsel has said it is different. 


i 
<t 
1 
} 
{ 
' 
; 
3 
‘ 
5] 
t 
> 


YR. REESE: Why don't I read it to them? 


naa 


THE COURT: Well, isn't this something that is 


a 


ve cre oe ae a eee ln ly tae reeene 


nm matter of fact, and do we have to spend ten minutes this 
morning reading the opinions? 
MR. BEEBE: It is very short. 


This is Exhibit Z2-- may I? 


nn ner 


THE COURT: All right. 


att mein 


MR. BEEBE: After referring to the passage in 
the audit itself on securities differences relative to 


securities whose ownership or physical locatica could not 


ne ct tame 
ene a 


be ascertained, and reference to Note 1 -- I am here 


annie sclin tte: aenaine aa ene 
awn 


quoting -- “With respect to the corporation's net capital 


Sar titel 
———— 


eer - asses 
een 
4 
4 


2s defined by the regulations of the New York Stock Exchange", 
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and after talking about those two references, the last 
paragraph reads: "Except for tha effect of the resolution 


of the matters referred to in the Preceding paragraph, 


conformity with senaral accounting principles,* and so on. 
Exhibit J. Very short. No exceptions, no 


references. 


"We have examined the statement of financial 


2 pee meen 


| 
| 
| 
the accompanying answers are in the forn required and in , 
t 
| 
| 
| 
condition of McDonnell & Company, Incorporated as of | 
October 31, 19658. Our examination was made in accordance | 
with generally accepted auditing standards, and scaneninitns | 
included such tests of the accounting records and such 
other auditing precedures as wa considered necessary in 
the circumstances." 
The last paragraph, one sentence: 
“In our opinion the above Statement of f4nancial 


condition presents £ irly the financial pesttion of 


McDonnell & Company, Incorporated cn October 31, 1968, in 


applied on a basis consistent with that of the precedirg 


year." 


MR. BRCOYS: your Honor, I object again unless 


this includas the reading of the notes, which are part. of 


the opinion, 
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conformity with generally accepted accounting principles | 


A me a at ka ht a he 


ie 
; 
} 
t. 
ri 
’ 
i 
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ee eee 


eS ee ee ee SS 


sain tino ateniati 


ae 


eB thee 


SS 


Se tate sive «co seams eaee gee =" 
SSS tect eae sens ne an 
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_ to bring these back in the jury room and call for them 


; not the same. 


THE COURT: They are not part of the text? 

MR. BEEBE: They are not part of the text. 

The note which I believe is baing wrongly referred 
to at this point says dated -—- it doesn't say dated; thet 
is what it means -- "New — January 12, 1969." 

And then “(except as to the note to the statement | 
of financial condition with respect to which the date is 
February 6, 1969.)" : 

MR. BROOKS: Aren't we entitled to a reading 
of the note if he is reading the opinion? 

MR. BEERE: May I proceed, your Honor? 

THE COURT: Yes, let's go ahead. 


MR. BEEBE: Ladies and gmtlemen, you are entitled 


and examine them yourselves. I believe you may conclude 


after examining them in your omr judgment that they are 


There was testimony that Exhibit Z was not a 
clean letter because of the references and the exception. 
There was testimony that Exhibit J was a clean letter. 

Qa top of everything else, Exhibit J makes no 
reference to the fact that Exhibit Z had issued, an unclean 


letter. 


The notes that were referred to there, you may 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
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reach your own conclusions as to hew much and hew little 
was disclesed in them abcut the events that cccurred in 
January. 
There is a latter in Exhibit J by the chairman 
of the board of the company to the clients of the company 
which you may also read and conclude that it says to the 
effect that things are gstting better, and ee 
that the computer cenversion seems to be in gocd share. 
What it doesn't say is that the ccemputer convarsic 
had not worked since July 4, 1968, and what the effects 
of its continued failure were on the company. That's not 
here. There is nothing in here about a contingent liabilit: 
twenty to two hundred million dollars. 
THE COURT: ZI do not find that appropriate, ie. 
Eeobe. This is the October, 1968, statement disseminated 
in February of 1968, and Mr. McDonald's. statements were 


at best mada late in 1969. 


your Honor, it was in November, 1968, that this ccntingent 


liability arcse, not that Mr. McDonald discovered it in 


| 
| 
| 
| 
| 
MR. BEESE: As I remember Mr. McDonald's statoemnt, I 
| 
| 
' 


: the sctzmmer-- ' 
THE CCURT: There ara two periods the seccnd of which, 
if I recall, was in the upring of 1969, and there was the | 
| 
q two of them together that causea@ this to cema to pass. You | 
| 
' 
| 


MOUTHERN Di. P4ICT COURT REPORTERS. US. COURTHOUSE 
FOLEY § WARE, NEW YORK. NY. ~ 79.1079 


aos ete ina lar er satariineetieaieal aaa 


' slhd 
-ecamot seperate it and say this had com to p3ss and was 
in existence at the time that statement was prepared. 
MR. BEEBE: Well, Tf have a recollection —~ 
TRE COURT: Remember, ladies and gentlemen, what- 
_ ever counsel or 2 say about the facts in this case. it 
is your recoliection of ths evidence that governs; it is 
your determination of the fects that governs, and if there 
is any variance between your recollection and ours, it's 
yours that governs, and you may have the testimony read 
back if there is any auestion in your minds as to what it 
was. And you may 1cok at the exhibits 4f you have any 
question as to what an exhibit contains. 


Go ahead. 


| 
| 
\ 
| 
\ 
\ 
| 
| 
| 
| 
\ 


MR. BEESE: Ncw, moving en from what Mr. McDonne 1.1 | 


had testified -- that is in the transcript and it is | 
available -- we coms now to the question of how much James | 
McDonnell put in, and the answer from the exhibits and | 
the testimony you may determine was $20,718. 

you may also conclude from among other things, 
Mr. Stargatt's testimony, that that is now worthless. 

The exchange argues that in January 1969, by 

pulling in our client's funds without telling them about 


the underlying problems, it was dealing first with the 


capital deficit and then it was going to deal with the 
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oreraticns problems. | 
The federal securities statutes and tha exchange's 


rules, as his Honor will charge you, required the exchange 


to enforce all tha rules. 


| 
| 
| 
Let's look at what the exchange did in the | 
record keeping and supervision areas, freighted as they 
were with all this kmcwledga about what was going on at | 
the McDonnell Company. | 

We have seen that they did nothing to reirpose | 
the April, 1968, restrictions throughout the rest of 1968, | 
and nothing short of restrictions such as fines or censuras | 
er even disciplinary prcceedings ware begun by tha exchange. 
They didn't even sand them a letter. They didn't tall 
McDennell & Company "Shape or or else." They didn't even 
pick up the phone, according to their mamos, and say “Do 
sorething." 

In January, 1969, when these operational problems 
were so bad that chey pushed the firm over tha net capital 
limit the exchange still didn't do anything. A few quick 
phene calls from the company to our clients, that is, 

Mr. McDonald and Mrs. Murphy, at the end of January, a 
hurried early morning visit to Mrs. Murphy's here, and our 


clients we-:e separated from their funds. But the 2ssats 


: 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


Gidn’t solve a darn thing as far as McDonnell & Cempany's 
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operations ween concerned. And we really could question 
also from the evidence whether they solved the capital 
problems themselves. 

Examine, if you will, the exchanse‘s internal 
computations, the net capital ratio from the beginning of 
this sordid affair —" end, and here is what you find: 

I submit that you find a continuous list of net 
capital ratios starting cr October 30, 1968, the as of 
date, right on showing the ratio over 2000 per cent, both 
before and after our pecple came in. 

The first ratio, in fact, which you might want 
to look at was as of June, 1968, which was before this tims, | 
and it is 1873 per cent. That's over this early warning 
level they are talking about. 


Now, October 30th: The first time it cows in 


is in this phoe call from McKay on January 13th. He says 


“We are going to be 1,700,000 over the 2,000 limit," not 
the early warning limit, the congressicnal limit, over 
the limit, a millionwseven. 

The same date, October 31, 1968, the exchance 
then analyzes the figures, and what do they com up with? 
3,992 per cent. 

If you want to take a different ficure, they also 


put 2,717 per cent, but the exchange had to give McDonnell 
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a special charge to get down to that low figure. 

These are Exhibits AA, 39 to 74. 

Lybrand cemes in and despite that thers 
scma testimeny that Lybrand never dees ratios, it 
Cae of the exhibits has it, Exhibit 20, and as of 
same as of date, 3,027 par cent. 

In April after a thorough analysis by the exchange 
internally the figures int still 3,565 yer cant, or 2,512 
per cent. And you can aiso find that’in tha charging 
memc where they took the lowest figure possible, it's still 
2,512 per cent. 

The maemo is talking as of October 30, 1568. 

not’s go to January 30, 1969. 

You can say, "Nr. Beebe, you are nct dcing it 
a right because you used that earlier. figure. Later on they 
ggot cut clients' capital and everything was hunky dory. 
Let's lcok at their own figures... The exchange 
analysis, April, 1959, all of the exchange analyses —— 
remember they had a whole series of numbers -- under every 
conceivable alternative methed of over 2,000 per cant. 
Those are Exhibits 238 and 25. ; 

The ratios are 3,825 per cent, aid this was the 


isecond one that ona of the witnesses testified he naver 


gheard of cre so high; §,525 per cent and.3,920 per cent. 
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Things weren't getting better. J mean, that's 
an untievutabesaant. and that's after, after counting ovr 
clients’ nee It doesn't go dom; it joes up. 

March 27th the exchange says - as of March 27th 
it does another analysis. If you follow ma, I am talking 


about October 30th, January 30th, and now we get down to 


2,920 per cent, 2,629 per cent, or 2,522 per cent. That's 
Exhibit 238. 


When you get to August, 1969, -— end XY am jump 


dawm to the end cf that summer -- and the exchange's own 


exhibit, EEE, shcws an astronomical figure, and it's there. 
Lock at EEE as of August 31ist, 20,329 per cent. 

Even take that same exhibit -- there is always 
an alternate number when the exchange does it -- and - 
the alternate nurisrs are on an immensely scaled down basis, 
and, remember, I hate to keep reminding you about 2,000 
is the limit, the alternate number, 5,278 per cent. 

This is why I talk about Alice in Wonderland. | 

Now, what do you conclude from this? A fair in- 
ference, a fair conclusion is that the bringing in of our 
clients’ funds was merely a cosmetic; they covered up 
the fundanental record keeping problems. They painted 


over then. They put 01 a whitewash. The fundamental proble 
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that undermined the firm's net capital position wer left 
untouched. Nothing meaningful was done by the exchange 


at that time or earlier “=o correct these record keeping 


nanan near eet se ie et et aE LOCOCO I 


and operaticn problams. 

These problems were Like, if you will, a hengry 
tiger eating away at the firm's capital, a hungry tiger 
crouched in the background waiting to devour any new assets 
that came by, anything throw in its way. | 

On Janvary 29th the exchange didn’t order MeDonnell 
to tame or cage this hungry tiger. Instead, it ordered 
McDonnell to feed it, get more capital. 

You can find that the meat that the tiser was 
going to fead upen and did was our clients’ assets. 

Now, ladies and gentlemen, you May Say: Slow dcwn. 
slow down, Mr. Beebe, you forgot something. You forgot 


those voluntary restrictions put on on January 28th. 


ec ceeaeememenntionr aovir maennion i ooh MONT 


Doesn't that have any meaning? Maybe that solved 
the whole problem. Wasn't the exchange doing scerething 
there? 

Well, of course, the exchange wasa't. McDonnell | 


wrote ovt some pieces of paper and made some more premisss, 


1 
but there is a more important thing you might coasider, ard | 
{ 
' 


that was that McDonnell & Company had already been on 


@ voluntary restrictionn. Remember after the April restrictions, 


| 
| 
| 


SOUTHERN DI? ICT COURT REPORTERS. US. COURTHOU*E 
FOLEY 5 JUARE. NEW YORK. N.Y. ~ 791-1020 


a on i iecaiehnan laa aennamonmaamaa=retn (uae CVRHEES TI IE TT 


2564 
slh 11 


ay en ne OPS eee eee 


1968, they went supposedly although there is no writing 


to show it, on voluntary restrictions in July, 1968. 


€ BS 
+ 
all Sade nbn th sa ale eb 


After that Mr. Schuette said in his testimony 
“T knew they were on voluntary restrictions but I still 
reconmenited lete in 1968 that the exchange impose real 


restrictions." 


net eG OT OI 


Nothing happered. P 
What happens? In January, more voluntary re- 


strictions, a Slap on the wrist; no meaning, no meaning 


ee el 


in terms of what the exchange had available to it totpose, 


fines, cansures, disciplinary proceedings, dozens of things 


ener wie ve cmenmnen er ne 


at their command , weapons in theix arsenal to do something. 


ee 


None of it was pulled out. 
So instead what did they get? A slap on the wrist, | 


at best. + wasn't even a slap administered by the exchange J 


' 
‘ 


You. can also look at what happened and decide 


for yourself whether that was even approaching adequacy. 


to take a minute, cr shali <= forge ahead? 


ae 
} 
el 
> 4 

~ 5 
oe 
| 


| 
| 
| 
j 
Your Honor, would this be an appropriate moment | 
| 
{ 
{ 


THE COURT: What have you got, another hour. and 
Half to go? 


i 
i 
‘ 
| 


MR. BEEBE: At the most. 


etait en me 
emenaatincemnenctn Se 


| ES ER es ema Paes 
4 


ste 


THE COURT: I think you might as well go ahead 


for a while. 


62" pects BALES V tae sst« 
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MR. BEEBE: Fine. 

Now, with regard to these voluntary restrictions, 
it's another way of sczying that the exchange was trying 
to pass the buck and say, "McDonnell & Company, you do it, 


we are not qcing to do it.” 


Well, I submit that is the kind of buck you 
can't pass. It is the exchange's responsibility to do 
something. You can’t look over to the other guy and 


Say, "You do it, and if you don't do a goed job it is not 


my fault." 

There js another point to be mads here: our 
clients, as his Honor will charge. you, were entitled to 
rely on the fact that the exchange was taking appropriate 


measures to correct the problems. That's part of the 


| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


exchange's undertaking. “We will do this." They say they 


will. That is, when they are enforcing the rules they will 


do it, 


Our clients didn't have any reason to believe 
they weren't enforcing the rules through any testixony 


that has come in here. 


eceenceecnaat  t st  ne« aete na 
= agen |-asetin einen > 


How leng is it fair for the exchange to raly 
cn MeDemnell & Company to solve its om problems? And 
- 


+ om not starting in January. I think back in April, in 


the sutmsr of 1969 when the exchauge did just tiat. They 


—eenemeece + qaugern een 
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cent off these April restrictions. April restrictions, 
the now you see them, now you don't restrictions, and then 
in July, 1968, voluntary restrictions come down. Schuette 
—_— the impositica of real restrictions. All these 
capital problems, arbitrage problems. Eow long can the 
exchange stand back andsay we are not going to do anything; 
we don't have to do anything. Let it go, tet it go. 

Our clients couldrely on the fact that the 
exchenge was doing its job. 

Well, we get into the are2 of motivation, and I 
think the eay you might want to consider looking at this is 


that the exchangewears two hats. It uses our clients’ 


money, you may say, and once it had our clients’ money in 


“the house, give HcDonnell & Company a little time to play 


around with our clients' money and maybe solve the problems 
and correct the situation. 

Well, you may infer on the contrary from the 
evidence that what happened was they were using the monoy, 
the exchange was using atnay to put off the fateful day 
when the trust fund would be called upon to pay those public 
customers and the claims that would come rolling into the 
trust fund. 

Under one hat fhe exchange is a self-interested 


trade association of mamber firms out to make money. It is 
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not shamed of that. That's what it is there for. 


The other hat is a self-regulating hat which the 


said w% would enforce; it said it would enforce all those 


| 
exchange took upon itself to avoid SEC supervision and | 


rules -- 

TIE COURT: Mr. Beebe. I am not sure that that 
last statemart as a matter of law is warranted, that they 
took it on for a particular purpose. They were regulated 
neader an act of Congress and charged with that act of 
Cengress as to the nature of ths regulation. 

wR, BEEBE: Yes, sire I was alluding to Professor 
Ratner's testimony. 

THE CCUORT: All right, = understand tha sourc@. 
Go ahead. We ore talking here, though, in 1669. It was 
at that point a statutory BChAME « 

Go ahead. 

MR. BEERS: I will say the two hats again. The 
cne is the self-interested trade association of businessmen 
gathered together to buy and sell stocks and make money, 
and the other, seif-regulation, they are going to reogilate bo 
themselves under the statutory schema. 


Now, you can find that 4t is much more confortable | 
to regulate yourself in good times than in bad times. | 
| 


you can find that the temptatios in that situation 


| 
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in 1968 and 1969 led the exchange astray, tho time when 
its own pocketbook was in: jeopardy. 


The testimony in the exhibits make it clear that 


the exchange set up a special trust fund where claims could | 


be made by customers when a company went under. 


“rt was in the exchange‘s own interest, you may 


find, to pay those clains through the special tcust fund. 


“Much to do about it being a discretionary trust Fund, you 


may conclude that it was in their own self-interest to 


have the trust fund pay she claims rather than have the 


claims coma directly against the exchange. 


The special trust fund didn't cover subordinated 
‘lenders. I hops you have not been confused aboutthat. 
Qur clients are not under the special trust fund. That's 
why they are here. 

McDonnell & Company, ac-ording to the evidencs, 
had 26 branches znd approximately 59,600 customers in 
Jenuary, 1969. + a@windled down to three branches by thea 
time it elosed on March 13, 1970. 

Still, when tke claims against the special trust 
fund came in after McDonnell was closed down, the testimony 
has been that it was seven, eight or nine million collars. 
That is with only three branches. 


You may infer that the claims would have been 4 
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lot higher in Janzary, 1969, if McDonnell had beeu restrict«d 
and shut dow at that point, or around that point when it | 


head 50,000 customers out there. 


A fair inference would be -- well, you may reach 


your own fair conclusions as to bow much higher it would be | 
than the eight or nine millio: “‘.)..ars that were there | 
when only three branches were involved. 
| 
The claims I believa you may cenclucs, in 
January, 1969, from the collapse of this phene company 
in the middle of the paper erunch would have been in-cany, 
many millions of collars. 
Whet havpened in January, 1969? you may conclude 
that the exchanga quistly took off its self-regul.:cory heat, 


put it in a closet, closed the closet coor, put on its 


not enforcing its regulatory duties, because it wasn't 41 


| 
self-interest hat and operated from its om self-irferast, | 
| 
its interest to do so. | 


When you look at the evidence you may see a — 
emerging, a pattern of spacial interpretaticns, peculiar 


unexplained failures to act when there was so much informati 


Then think about the cenflict of interest with 


con 
i 
in the exchange's possession. : | 
| 
the two hats. If they put McDennell & Company out of | 


business in a matcar cf hows, or, at most, 2 week, as Mr. 
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capital violztion being allowed to stay around; if it noti- 


fied, thet is, if the exchange werned potential investors 


| 

| 

| 

| 

' 

| 

| 

_Arning said, the most he ever heard anyone with | 
| 

{ 


about the gravity cf the situaticn and thus scared then off, | 
if it failed to rescue the company by whatever reans nee 
the trust fund would pay, and pay very dearly, many, many 
millions of Gollazs. The members of the exchange would be 
hit right where it hurts them,in their pienhens interest. 


That is why you may conclude the exchange quietly, 


very, very quietly started acting in its own self-interest 
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and didn't enforce the rules. 


| 
| 
| 
| 
| 
| 
j 
Arning told the trvth in one respect cn the stand | 
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when he was asked mm stions about.what the exchange would do 


ifa company that was large was going to be put out of 


IE» 


business following the self-regulatory function that it had 


sabi amis 
— aoe soe 


to, that the exchange had to furnish and provide, and here's 


ote 


? 
i] 


what he said: 


——— = 


| 
1 
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if the trust funded couldn't cover them.” 
Think about thet in compariscn with the size of 


the McDonneJ.1 Company in January and how much of a claim 


ai «nga 


that would have made against the trust fund. 


| 
| 

| 

| 

| 

| 

| 

“The exchange never dreamed of suspending anyone | 
| 

| 

i 

| 


And think to yourself, what was it that motivated 


OS en 


the exchange to act? When push cam to shove, the exchange 


ary 
etctlaecsiniteasins gut to iguana os 
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ignored these duties, those statutory duties, these moral 
duties, and it thought only of itself. It let the capital 
investors, people like our clients, ba damned. That is 
what the exchange iid; that is what the exchanges thought. 
That is what motivated them to act. 

The exchange piously announced to the world later, 


later, that it had been acting for the vublic good. 


New, a jury could find that what it really had 


in mind, uppernmest, when it was acting, was its cow god, 


its cwn money, its own pocketboox. 
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It was untrue, unreal, it was an Alice In 


Wonderland world that the exchange lived in, where words 


were deemed to mean things, and that's what the exchanae 


wanted them to mean. 


neem enema ets eny afar aa 


Violations become problems; self-protection, 


SS es 


self interest become self-regulation. An excuse, any 


excuse, was allowable, was permissible in order to prevent 
the house of cards coming down, in order to avoid the 
7 


threat to their monetary interests. If it came to 


cheating a mother, a brother taking from a sister, 


one brother misleading another one, so be it. 


As long as this venerable institution the 


ij 
iy 
| 
: 


New York Stock Exchange survived,it didn't matter 1f there 
was a little abnormal application of the rules. rf 
the exchange was enforcing the rules at that time, why did 
it reverse them especially for McDonnell & Company and 
icnore what each ofits own examiners and the coordinators 
who testified here advised them to do. 

Why were the special interpretations made? 
There are a number of points in that area I want to 


cover. Maybe this is as good a time as any -- 


2 tp nia han tole ec ei a 


THE COURT: All right, we'll take 


acti en 


morning recess, ladies and gentlemen. 


(the jury left the courtroom) 


a er OP Ae PEO e Fe Me Teer he 


fAt the side bar) 

MR. BROOKS: I observed during my presenta- 
tion, and I have this morning, Mr. Beebe has, that 
juror No. 6 is a sleeper. I thought you might want to 
observe that and consider if anything should be done 
about it. 

THES COURT: Very well. 

MR. BEEBE: IT could raise my voice louder, 
but I have observed that during the trial she's heen 
quite attentive. 


(Recess) 


MR. BEEBE: May I proceed, your Honor? 


THE COURT: Yes. 

MR. BEEBE: Now, the pending question was, 
what were the special interpretations. You may recall 
that there came a time when lettered stock, this legended 
stock, suddenly grew dollar signs despite the express 
language of Rule 325, which is before you, and the 
testimony of innumerable witnesses that they never 
heard of it being used as good capital. 

You have the strange failures to take stronq 
measures in 19€8, the arbitrage ruling and the failure 
to act quickly even when McDonnell was way over the net 


capital ratio fr a long pericd of time. 
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Mr. Arning testified in no uncertain 
terms, and that was Mr. Bishop's boss, remember, that in 
usual application of the rule, a company over the net 
capital limit would be put out of business in a matter of 
hours. He had never heard of one lasting more than a 
week. What happened here? 

You may infer from the evidence, I submit, 
that what happened here was a non-normal application of the 
rules starting back in 1968 and continuing throughout 
this sorry affair. | The evidence shows that every time 
McDonnell asked for a special ruling to avoid a net 
capital violation the exchange examiners and coordinators, 
the Mr. Schuettes of the world, refused, and the higher- 
ups simply bent the rules, if I may be so polite. 

You have a tax claim becoming good capital 
even though nobody pretended that Andover, Massachusetts 
or anybody else said it was going to be paid in 30 days.) 


Scheinman, Hochstein signed a vague letter of intent. 


That is Exhibit 59. You may reach your own conclusions 


as to how binding that was. It said they were 
talking about subordinating $650,000, “if the terms were 
acceptable to Scheinman." 

You may conclude that that was aden given 


credit as good capital even though the subordination 
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didn’t take place, the sale collapsed, and Scheinman 
found out, Mr. Scheinman found out on July 1, 1969, 
that McDonnell & Company would run out of money if an 
audit was taken before the audit could be completed. 

We have a press release here, press release 
out of the blue on August l, 1969, is sent over to the 
stock exchange, has Mr. Stock's scroll on it,and Mr. 
Bishop apparently saw it, his initials are on there, 
saying that or announcing to the world that there are 
three to ten million dollars of new capital coming into 
McDonnell & Company and everything is wlan ee be 
honky-dory. 

That is Exhibit 69A, when it went over to the 
stock exchange. It's Exhibit 61 when the New York Times 
carried it the next day. The report says that the 
exchange knows all about these developments, but the 
evidence is just the contrary. 

The report proves to be false, you may 
conclude from listening to fle testimony, the new money 


didn't come in. The management was changing, the 


situation was awful, but the exchanqje sat on its hands. 


No retraction, no corrections, no action to enforce 
Rule 325 that had any teeth in it, nothing definitive and 


final. Why not? 
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And what rule, we were asked earlier, what 
rule was the exchange supposed to enforce about this press 
release if it was false? 

Well, the very section 6 agreement under which 
the exchange was operating requires it to enforce the 
Federal Securities Exchange Act and the Federal Securities 
Exchange Act mrohibits false press releases. 


While all the exhibits and testimony before 


MR. senees I object to that, your Honcer. 
It's a misstatement of the law. The law is for your Honor 
as to what the Securities and Exchange Act ecinehien, 

It certainly weer mention false -- 

MR. BEEBE: I believe as to Texas Gulf 
Sulphur and a number of other cases, that is exactly 
‘what the situation is. 

THE COURT: It's a request as to whom? 

MR. BROOKS: I suggest that it only 
prohibits something in connection with purchase and sale 
of securities,: your Honor, and Mr. Beeke's statement 
at. 


MR. BEEBE: I think -- 


| 
| 

| 

‘ 

i 

' 

| 

| 

didn't assume that fact, and the evidence doesn't show | 
} 

! 


THE COURT: I will charge on the law, ladies 


etched once, ik: + ts SO 
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and gentlemen, that is applicable to this case. 

Go ahead, Mr. Beebe. 

MR. BEEBE: Well, we come to three very 


important internal memoranda or documents by the 


New York Stock Exchange, and I was going to say that all the 


exhibits and all the testimony are important, but I 


invite your attention particularly to these three. They 


| 
| 


look backward over the events of 1968 and 1969. 

The first one in time is Mr. Schuttes's 
chronology of March 28, 1969, Exhibit 46, which covers 
everything from the "now you see them, now you don't" 
restrictions of April 1958 through each of the steps 
in the deteriorating situation of the firm in that year, 
bot}. in operations and capital problems, and they are all 
spelled out in detail. It's a very convenient listing. 

: The second one, yesterday, came out, was a 
ducument thet apparently was withheld before, the 
exchange’ s own report dated October 1969 right on 
McDonnell & Company. That's the subject of the report. 
It’s Exhibit 121. 

I. that Sepoet, the exchange laid it all out; 
the hasic problem. Ye starts off -- this apparently 
has SOO up in the corner -- but “The basic problem," 


it says, “decling volume and substantial expenses from a 
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new computer system which did not work caused operating 
losses which resulted in capital violation." 

The computer system failure, that's what 
caused the operating losses, and tha's what resulted in 
capital violations. 

Now, you have seen from the testimony that 
started in the summer of 1968. It was promised for the 
July 4th weekend of that year. The report seys exactly 
what we submit all the evidence shows to he, that the 
overating problems, these unresolved operating problems 
which I called the hungry tiger, you can call whatever 
you like, they led to the capita’ violations. They 


led directly to the capital »roblems, and there is a 


direct connection between the two. If you don't soive the ! 


operating problems, you are going to continue to have 
capital problems. It's not very difficult. 

This report went on, "During 1968," it 
says, “raring 1968 the corporaticn incurred additional 
expenses of some $l million incidental to the undertakirg 
of the conversion to the system with resultant impact 
on earnings and hence on capital." 


Well, that can be translated by yourselves to 


the conclusion that they lost money, it's as short and 


simple as that, becuase of nte operating problems, a 


ee ee ee ed 


H 


mbr 
direct connection. 

Page 3 of the report says that the problems 
started with the death of Sean McDonnell in mid-1968. 
That's exactly what we are Saying, that the Dvroblems 
starting with operational problems led to the taking of 
our client's assets at the end of January and the 
exchange failed to act on the basic problems to enforce 
its rules to correc* tha situation and to do something 
about that deadly tiger eating away at the canital: 
eating away at the companv's assets. That's the 
violation of the exchange's duty. 

Now, you might say maybe that's something 
that the exchange can do, can Suspend enforcement of the 
rules. But it didn't tell our people that they were 
still coming in. It's got to be a quid Pro quo. If 


you do something yau have got to enforce the rules when 


you take in our money. That's only fair. Or if you 


don't, at least tell us about it. 

The third page or exhibit is the special 
membership bulletin by President Haack of the New York 
Stock Exchange. There was much questioning of Mr. 
Bishop by his counsel, much testimony by Mr. Bishoy 
trying to explainaway the bulletin, but there is no 
denying what it Says. I am quoting from some passaqes 
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and the whole thing is Exhibit 86. You can call for 
the whole thing. 

“The past three years" -- that is 1967 to 
1970 -- “have been a period of perpetual -~- have been a 
period of perpetual crisis for the securities industry. 
What is not generally appreciated is the severity of the 
crisis or the monumental pressures placed on the 
exchange aS a self-regulatory organization. 

“The paperwork crunch of 1968-1969" -- 
‘68 and '69 again -- “and the severe profit squeeze that 
followed required the exchange to intervene actively at one 


time or another in the affairs of 196 member firms." 


; 
i 
: 
t 
4 
' 
J 
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i 
} 
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} 
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Mr. Arning testified, you may recall, that 


oe 


McDonnell was one of those firms. 


"Obviously the failure" -- this is 


Se 


quoting again -~ "Obviously the failure of a substantial 


number of these firms would net only affect the financial 


on needed 


well being of ther member organizations in the exchange 


‘cceipimcnia witcha, anittivca sa sate Commitee 
oe 


Sic se: “nenome 
a 


but also the strength and liquidity of financial markets 
throughout the United States and abroad." 


You may read that same passage and translate 


a ce emess! Sage Sh 


Se 


it as follows: It's just another way of saying that the 


exchenge put on its self-interest hat and decided not to 


peated nme 


regulate when that regulation would affect the financial 


ne i liaall clint a tn 8oVE = 


akin 
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well being of the other member firms. When the stakes 


got high, the exchange quietly stopped enforcing the 
rules. 

As you know from the evidence and as this memo 
goes on to concede, the stakes were very hich in 
McDonnell's case in January 1969 and before. We submit 
that is why the exchange stopped enforcing the rules but 
didn't tell our clients. That's why the exchange had to 
keep the true condition from the people who were 
going to make the investment because otherwise they 
wouldn't make the investment. 

“What precipitated" -- now I am quoting 
again -- "What precipitated” -- that is, what caused -- 
"this three-year crisis period was the fact that in 
late 1967 and in 1968 the most active securities market 
in history overwhelmed the industry's paperwork processing 
capacity. From April-July 1968 one million shares 
traded on the exchange, more than the total volume of 
as recent a year as 1962." 

Does that sound like a familiar period of 
time April to July 1968? You remember those, now-you- 
see-them, now-you-don't restrictions? They were lifted 
in that period of time. and McDonnell & Company was 


allowed to go on its own merry way to disaster. 
@ 
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The exchange argues that it didn't make 
this non-normal application of the rules as to McDonnell 
& Company until very !ate in the day. We submit that 
you. may find that the non-normal application started in 
1968 before our prople were pulled on board. 

The next paraqraph in this memo states that 
“The height of the problem -- the height of the probler 
came in June 1968." A few member firms, according to 
this memorandum, were “allowed to continue in business 


despite the critical paperwork and capital problems." 


ee 


Only three firms are mentioned. Wwe can put 


Cas wlio 


————g 


aside Dempsey Tegler and Blair. The other is 


McDonnell & Company. They had a combined total of 


: 


omen mie 


165,000 customer accounts. McDonnell & Company is 
called a major firm; and Bishop conceded yesterday that 
it's fair to assume that the 165,000 fiqure represented 
the most accounts that the three firms had had. In other 
words, at the time that the problems were greatest, 
when MeVonnell was fall of customers, that's when this 
memo comes into operation. 
From the evidence you have seen, that McDonnell 


& Company's paperwork and capital problems were critical 


i tinct 


and reached the point of violations by late 1968 and 


1969, that's when they were full of customers, that's 
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: “ when the threat to the special trust fund was the Ms 
4 A 
i : | greatest. That's when a failure of McDonneli & Commany 
oe i would affect -~ to use their own language -- “the 


financial well be‘ng of the other member organizations 
of the exchange." 
We submit that you may find that was when 


the exchange put on its self-interest hat, put aside the 


rules, failed tc tell our clients what they were cetting 


requlatory hat, suspended enforcement of the 
i 
into, took our client's money for the benefit ct the 


other members of the stock exchange. That's whete it 


| 
went. | 
. “"Mormal application of the rules would have 
meant possible losses for thousands of customers and | 
potential chaos in the indus*‘ry.” ae 
That's what they said. I have no doubt | pe 
that's true. Thus you can fird that the rules were 
not applied in the normal way in the case of McDonnell 
at that time. The tndustry was spared the claims of 
’ 4 the thousands of McDo-nell customers and the pDeople whs 
® a unknowingly helped to bail out the New York Stock Exchange, 
not McDonnell & Company, they bailed out the New York 
Stock Exchange, they were our clients. It was their 


money that was used. 
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You may find this memo very instructive 
- reading in the jury room, and I invite your attention 
to the ending. It ends with the kind of public 
relations jargon apparently used by the exchange to 
gloss over what it had done: 

"In summary" -- and I am quoting -- “during 
these three crises years the exchange has used a variety 
of new rules and surveillance methods" -- here cones the 
fancy language “tempered by practical business judament 
of its staff and governing board in an attempt to cope 
with the problems." 

You may translate that into very plain 
English. They let the business considerations, what was 
good for their pocketbooks, take the place of their 
regulatory duties. The regulatory hat was in the closet, 
the door was shut tight, and the self-interest monetary 
hat was firmly squeezed on their heads. 


The exchange in this memo and elsewhere 


says that it's very interested in public confidence. 


That's what it was acting for. Well, that's the fancy 
way of saying, I submit, that the exchange was scared : 
to death it was going to lose business. It was very 
worried people were no longer going to deal with it 


because it was in such a shaky condition. That's the 
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New York Stock Exchange nad its member firms in 1969 | 
and 1969. | 

One way to keep people coming in to deal with | 
the New York Stock Exchange, and that's customers and | 
institutions who buy and sell stock there, is to pay them | 
out of the trust fund if something goes wrong, So the : 
exchange can say to the public “Don't worry, if anything | 
goes wrong we'll cover you" and they will back it up with | 
proof because they open tz Aiscretionary door, out comes | 
the money from the trust fund. 

But that's only as long as you have little 
companies that go under. LIttle baby ones, maybe a 


McDonnell even with three branches was still costing 


eight, nine million dollars. Once you have big ones, it's 


+ seaetee ee ncn 


a lot more difficult to say "Don't worry, because we are 


going to cover you.” It will cost you tens of millions | 


cf dollars in a case like McDonnell early in 1969. | 
: So you can see a strong motivation in the 

exchange to cover up the problems in McDonnell: to buy 

time, toe trim down the company's size, and when the 


money ends, and people could no longer be tricked out of 


cecweiomernemense ctenaaaint sate siete EE 
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their proceeds of their funds, that then it would be a 
much smaller drain on the trust fund anda that's what 


happened here. 


SOUTHERN DF PICT COURT REPORTERS, U.S. COURTHOUSE 
FOLEY SQUARE. NEW YORK. N.Y. - PM-1020 


— 


ge - ” ig 9 


2586 


You can find that the exchange succeeded. 
It did trim down McDonnell's size. It did avoid the 
threat tothe public confidence; and it did reduce the 
claims against the special trust funa, and the plaintiffs 
sitting right here weren't told anything about those 
plans. The exchange benefitted, they did not. 
I am going to cover a few more points and | 
‘ then I will finish up. When Paul McDonnell went in 
and was being asked to make his investment in late 1968, ' 
he found the same record keeping problems which you have 
heard about here. He examined the latest financial 


statements, the cash flow projections, and made an 


email 


analysis of the situation and said “No thanks.“ 


You may infer from the evidence here that any 


reasonable investor who had been privy to that information 


would have said the same thing, “No thanks" when the full 


' 
| 
facts were revealed. | } 
| 


In the exchange's attempt to place the blame 
on someone else, they point out that the McDonnell 


Company had a chief executive officer, as did all 


companies. They say that he is the captain of a ship. 


That's how the testimony comes out. 


Well, let's take that analogy the next 


step. The exchange then is the admiral of the fleet. 
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The buck still stops there. 

Yesterday you heard some reading from Murray 
nNeDonnell's letter to the exchange. I am not going to 
read all those passages over again. you heard some 
argument that some ofthe material in here was supposedly 
self-serving. 

well, Murray wasn't called; and this was 4 
letter they put in. Murray McDonnell, late 1970 
loo’.ing pack: ae! respectfully submit that it's not 
fair to hold me personally culpaple for the fact that 
management dia not have reliable figures on which to 
maintain control for the ensuing several months after the 
controller died suddenly in November 1968. I respect- 
fully submit it isn't fair to hold me personally 
cul sole for the incompetence of Data architects" ~~ that 

was the computer company ~~ "and their inability to 
complete the contracts they had with McDonnell to automate 


the back office procedures." 


He also mentions McKenzie & Company, this 


national consultant firm, in 1968. And he says: “To 
the extent tha- the company allegedly operated in 
technical violation of some requlations there is clear 
reason why We continued to operate despite the violations. 


The department of member firms of the exchange repeatedly 
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urged the company to continue despite the alleged 
violations because the alternatives of eunpbnston 
were inconceivable at that time." 


Hi 


That was Mr. Arning's testimony too. Violations 


now recited were known to the exchange while they were | 
occurring and oral waivers were given by the department | 
of member firms to continue while making best management 
efforts to correct the problem. 


And this is all I submit consistent with 


exactly what you have seen here, the two groups of people 


<n matuithnnais chat etrron- iste ntntnlaaestasatsalatatir tt alnn tat nN in OAL DA AA ee 


testifying fromt he exchange, vast majority of the 
witnesses, the lower level group finding violations, 


demanding action, requesting the exchange to qet movina, 


to enforce its rules. The hiqher level saying "We are 


its te 


going to make exceptions;" not enforcing rules and 

not telling our clients, nobody telling our clients. 
“The position now taken by the department of 

member firms” -- this is quoting again, the last passaqe 


from his letter -- "The position now taken by the 


ET cre Sh at te a A ts A a Se tn 


department of member firms," that is the New York Stock 
Exchange “argues that we should have ignored their 

oral directives and eiseustions and that they were not 
personally authorized and responsible in so directing us. 


Repeatédly the management of McDonnell was advised by 


‘ 
~ : | 
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officers and employees of the exchange that the regulations 
were subject to various interpretations er some of 
which we could not be considered in violation." 

I submit, ladies and gentlemen, that on 


examining Exhibit www, which is all before you concerning 


Murray McDonnell's review of things, it's exactly 


consistent with what you have seen from the exchange's 
own testimony and the exchange's own witnesses that we 
called and the documents we put in. 

There is another issue here about why the 
plaintiffs didn't withdraw their funds, this 100-day 
notice. You have heard from James McDonnell how much 
he wanted to get out. You have seen the letter he 
wrote,and Mrs. McDonnell also wrote on September 12 on 
behalf of the trust demanding return of the series B 
debenture. That is Exhibit 19. 

You have heard Mrs. Murphy testify about eovine | 
to get out, and how she was told repeatedly that she 
had no choice, and Paul McDonald backed her up on that 
when he was on the stand. 

You recall when he testified that he 
said there was no other way of interpreting 
what Mrs. Murphy was saying and that she was wanting 


her money back; and of course Rick Olney didn't return 
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the calis. 

But you canalso review for yourselves the 
subordination agreements which are Exhibits OO and 
Exhibit 3 and you may reach the conclusion that 
there was no way for them to withdraw their funds on a 
100-day notice as a practical matter at that time of 
McDonnell & Company. That what they were told at that 
point is once they got in there was no way to get out 
‘again and that it was accurate under those agreements that 
they had been asked to sign. 

You may find that the company could use such 


a notice as an excuse to go into bankruptcy or 


| 
| 
| 
ff 
! 
t 
| 
a 
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liquidation, which is just a fancy way of saying that if a 
major creditor comes in when a company is in financial 
trouble and wants to pull out his capital, the company 
goes under or can go under. It may have no choice. 
It may not have the capital to do it, 

“The 100 days notice gave the company plenty 
of time to do just that if it didn't have the capital 
and that's what they were told was the situation there: 
and you may see from the secords that it's borne out by 


exactly what was reported. 


These were people who were in the classic 


role of creditor# of a troubledcompany. If they blow 
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the whistle the company goes under. If they stick 
around there is an outside chance that something might 
happen. They didn't have any choice. That's what the 
testimony was. You may find it supported by the 
evidence. 

There is a fifth transaction here too: and 
that is the 797 shares of preferred stock that were in 
the company from Mr. McDonnell, Sr.'s trust, and that is 
also being pressed here. 


You may find consistent with the charges from 


his Honor and the evidence in this case that the exchanqe'‘s 


failure to regulate and provide a measure of response 
to the growing problems of McDonrell & Company led to the 
loss of that entire asset. It became worthless. 

Now I have mentioned Humpty Dumpty. I 
have mentioned Alice In Wonderland and now I am going to 
mention Humpty Dumpty. Here's what it means when we 
talk about a Humpty Dumpty-Alice In Wonderland World. 

What it wn that the New ‘York Stock 
Exchange would have the jury believe things that are 
upside down, they are exactiy backward from what your 
common sense will tell you. Humpty Dumpty said to 
Alice: "There's glory for you,” 

"IT don't know what you mean by glory” Alice 
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Humpty Dumpty smiled contemptuously. "Of 
course you don't know ieee I mean by blory till I tell 
you what I mean. I meant there is a nice knockdown 
argument for you." 

"But glory doesn't mean a nice knockdown 
argument," Alice objected. 

“When I use a word," Humpty Dumpty said in 
a rather scornful tone, "it means just what I choose 
it to mean, nothing more nor less." 

“The question is," said Alice, "whether 
you can make words mean so many different things." 

"The question is," said Humpty Dumpty, 
“which is to be master, that's all." 

And that's what the stock exchenge was 


doing. It was deeming things to be problems, not 


“violations. It was deeming rules to be inoperable, not 


applicable, not applied to this situation. It had its 
own special magic rule where it could do anything it 
wanted. 

To finish out this sad affair, we qo to the 
fall of 1969, as you recall from the testimony, napers 
are pushed around, our clients are told they must take 


IOUs in exchange for the stock in their subordinated 
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accounts. The company is recapitalized. Our clients 


are told they can't withdraw their fund. Their stocks 
are sold. They are given these new pieces of paper. 


The exchange still doesn't find any violations, it still 


doesn't impose any meaningful rules on the enforcing the’ 


net capital or the operation rules of the company. 


Delay has become routine, inaction, lack 


of action, is not the exception, it’s the rule. The 


world is upside down at that point. 


When the exchange later found that the 


violation in history started in 1967, 


talking about 
their charging memo, somehow in late 1969 the company 

is still in business. Will it ever be put out of 
business? Will the rules ever be enforced? Yes; yes. 

A newspaper column comes along and blows the 
whistle. The exchange runs around, gets phone calls, 
writes memos, somebody is galvanized into action. The 
New York Stock Exchange finally, finally, finally, finally 
acts, Liquidates the company. 


w 


| 
Now, at that point, ladies and gentlemen, we | 
respectfuiiyy submit that you can use that as another | 
measure of what the exchange should have done earlier | 
§ 


because the facts were no different in any material sense 


than they had been earlier, except in one respect, one 
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respect, it was a much smaller company, so at that 
point there wasn't that much of a threat to the special 
trust fund. 


You also heard testimony that Mr. Starqatt 


Se «OR ee Wenge aera re erence nar ee meray 


down in Delaware, after approving all the claims, and 


atin bt 


those are exhibits, 8, ll, 12 and 15, didn't pay 
anything. 

He said that subordinated lenders or clients 
were highly unlikely to receive anything at all. 

If they did receive something, if they 
moved up into the next category, he testified, if a 
judgment were entered against Mr. Staraatt's receiver- 
ship, there may be a few pennies. That's what's 
down at McDonnell & Company. That's the situation 
there. 


Now, if in this summation I have not referred 


to a particular document or I haven't mentioned a witness 


or I haven't -- if I have omitted anything 

that is on the fact = you, Please don't neglect 

to give such document or testimony due consideration 

and consider all of it in reaching your determination. 
His Honor will tell you all the evidence 

introduced before you is important. You have to 


consider it all. 
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You may find after considering every bit of 
it and all the summations and anything else you want to 


consider, including your own common sense, that the 


road we have traveled together : conclusion 


that the New York Stock Exchange and McDonnell & Company 
violated the provisions of the federal securities 
laws with respect to our clients. 

The evidence we very respectfully submit, 
shows a failure to regulate, and shows a failure to tell 
the truth, shows that our clients were damaged as a 
result. 

I thank you very much for your attention. 

sadies and gentlemen, we will 
take an early and a shorter luncheon recess than 
normal, I will see you at ten minutes of one. At 
that time I will charge you on the law. 


(Luncheon recess) 


SOUTHERN DEE .ICT COURT REPOR TERS. US COURTHOUSE 
FOLEY SQUARE. NEW YORK. NY. — fot-juen 


“a 
2 
ond 
A 
4) 
U4 
7] 
per 
Me] 
a 
0 
© 
iS 
3 
S 
3 
@ 
2°) 
6 
- Oy 
a 
E 


; ; 
ee : Se Sia yet Shy 
atcha e.Seaidl | nidenasenncrant bean acct edirnses attr sda maleate Pie 5 


SANE TS EE TEESE ne ERS HETERO IT  RI  S AREN  E  y IE: EE E: ME EET A LT N CRY TPR MENT IR ee mR eS, 


